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EDITORIAL
As most of our readers are aware, the
two principal national organizations of
accountants in this country are about to
unite and become a larger and more powerful body than either of
the two alone would probably have become in the near future.
The actual consolidation of the American Institute of Accountants
and the American Society of Certified Public Accountants is now be
ing effected and the success of the enterprise seems to be thoroughly
well assured. It is probably safe to say that the great majority of
the members of both societies are strongly in favor of what has
been called a merger, and everyone will sincerely hope that the
Institute in its enlarged form may accomplish great things for the
profession and for the business of the country as a whole. At
such a time it is appropriate to review the changes and develop
ments which have taken place in recent years. In The Journal
of Accountancy for November, 1936, we attempted to present a
brief resume of the growth of a purely ethical spirit in the pro
fession. Following such a recital of history in the field of ethics
there should be remembrance of the more tangible changes which
have taken place. For this purpose let us confine our considera
tion principally to the occurrences of the last quarter century.
Let us bring to mind and keep in mind the efforts of a few men of
whom several have gone to their reward. They were stalwart
fellows, those pioneers. They had little with which to begin and
they had to face discouragements innumerable and almost over393
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whelming, but they possessed that essential faith which is the stuff
of which success is made. Some of them still remain and will have
many more useful years to devote to the profession nearest their
hearts, but in this present review we wish merely to remind the
younger members of the profession of the magnificent work which
has made possible accountancy as we find it at the close of 1936.
It is a custom to consider that account
ancy in America began about the time
of the formation of the American Asso
ciation of Public Accountants in the year 1887. From that
point casual historians jump to the year 1896 when the first law
regulating professional accountancy was passed by the state of
New York. The intervening nine years were not dark ages,
however. They were years of persistent effort and good ac
complishment. All the time, from the opening of the first ac
counting practice, whose date is somewhat clouded in the mists of
antiquity, there has been a steady forward march. State after
state fell into line. Organizations, local and national sprang up
here and there. Some of them were joined together and others
preferred a separate existence, but all of them had in mind the
development of accountancy and its enthronement in its proper
place in the scheme of things. Accountancy was inevitable.
The expansion of small businesses into great corporations, the
enormous enhancement of wealth, the closer affiliation of business
of one kind and another throughout the union, the coming of the
machine age, as it has been somewhat unhappily called—these
things demanded the setting up of a profession which would render
impartial, accurate and skilled opinion and service to tend the
development of this fortunate land of ours. But there were
other factors somewhat fortuitous which added tremendous im
petus to American business and thereby to American accountancy.

A Brief
History of Progress

Perhaps the most important of them all
was the passage of the first income tax
law in 1913. Taxation of incomes, both
individual and corporate, made the country conscious of the im
portance of keeping adequate records, and, naturally enough,
business men to whom the truth had appeared began to look
about for the technical accounting assistance which they required.
394
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As we glance back now on those early years of income taxation,
the problems which distressed accountants of those days seem
small and insignificant in comparison with the extraordinarily
complicated mass of legislation which now afflicts us all. Then
came the European war of 1914 and, while we as a nation lingered
on the side-lines watching the combat and making much money
out of it, business grew and waxed mighty. At last we came
into the war and taxation increased in geometrical progression.
Thousands of problems which our fathers had not known con
fronted us. Every remote hamlet of the country felt the weight of
our federal burden. After the war came the period of readjust
ment and we, in common with all other nations, set ourselves to
work to learn to live in a new world, which would never revert to
the world we had known. We came to the precipice of 1929 and
fell over into the pit of despair and here we found more problems,
some of them insoluble. Gradually, we have been coming up out
of the depths and today it seems to be generally agreed that we
are on the first steps of another ladder of growth, prosperity and,
let us hope, happiness. The “new deal” conceived and bore a
multitude of laws and levies and imposts, rules, regulations and
mandates which confuse even the most analytical expert, and this
of course has had its effect upon the practice of professional ac
countancy. What lies ahead of us no one knows, but it is fairly
safe to assume that while some of the most injudicious measures of
the present government will fall of their own weight or be ended
by the supreme court, enough complexities will remain to make
demands upon the utmost ability of the profession of tomorrow.
It is a little staggering to the ordinary mind to consider the obli
gations which will rest upon accountancy and we may be perfectly
sure that whatever happens there will be work for every competent
accountant of the future.

If one will recall the profession of
twenty-five years ago he will conjure
up a picture of a group of men, not very
great in number, scattered throughout the land, having no very
high standing in the public mind, regarded generally as more or
less mechanical adjuncts of bookkeeping departments, their
opinions all too frequently ignored. Today in every office in the
land the voice of the accountant is heard and his advice and
395
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counsel are sought on matters which have no apparent connection
with pure accounting. With this change has come a great load of
responsibility. The accountant carries not only his obligation
to give the best that is in him for his clients, but he has a duty to
promote in every proper way the prestige and prosperity of the
whole profession. To compare accountancy of 1911 with ac
countancy of 1936 is impossible. The two things are totally dif
ferent. Certain fundamental functions of the accountant remain
and will remain within his sphere, but the additions and accu
mulations are greater than the original substance. And all
this makes for the increase of the value and the influence of
accountancy.

In every department of the profession
there has been marked and astonishing
progress. Today throughout the edu
cational system of the country, accountancy is a vital factor,
whereas twenty-five years ago accounting courses were few and
many of them of little worth. In the field of legislation the account
ant is consulted (although not often enough) and in the adminis
tration of all laws which deal with business, both state and
national, the accountant renders an invaluable service which can
not be exaggerated. There is a higher and higher standard of quali
fications for practice. The young men coming into the profession
now must present far better evidence of ability and training than
their predecessors had to offer. Perhaps one of the most note
worthy examples of progress is the standing of the accountant in
the minds of the business community. He is now, as he should be,
the most helpful advisor of the business man. His experience is so
wide and his acquaintance with all sorts of enterprise is so varied
that his advice must be almost controlling—and this was not so
twenty-five years ago.
The literature of accountancy has become something quite
undreamt of at the beginning of the century. There are maga
zines and endless numbers of books, most of them good, and there
is a mass of contributed literature in the daily press and the
magazine world, which, added together, constitute a very sub
stantial portion of the total literature of the period. It has been
said that the world would be better off if ninety-nine percent of
the words that are written had never appeared in print, but this is
396

The Spread of This
Influence

Editorial

not true of accountancy. Most of the writing in that field has
genuine value. There are still many books that should be writ
ten, because, great as is the volume of literature, there is room for
much more. Every new problem which arises in the practice of
the profession creates a necessity for additional exposition; and
accountants who were originally inclined to reticence are learning
the wisdom of sharing their knowledge with their fellow prac
titioners.

And there is a better professional fellow
ship than there was. In the old days,
far too many accountants regarded all
their fellows in the profession as men not to be trusted with a single
word. They had no esprit de corps, no bond of fraternal friend
ship. The national organizations have done much to break down
the old barriers and, as always happens when we come to know our
fellow man, we almost always find that he is just as good a comrade
as we permit him to be and he has merits which we are now beginning
to admit. The days of cut-throat competition and price cutting
are not over, but there has been a gratifying improvement.

Esprit de
Corps

Perhaps one of the best illustrations of
The American Institute
the growth of accountancy is found in
of Accountants
the history of the American Institute.
It is now twenty-five years since that organization, under another
name, set up a permanent office and began to undertake a national
work. It had no resources and no standing in the community.
In fact, even bankers, who are supposed to know something about
accountancy, had little respect for the profession. Today the
Institute, with its membership at least four times as great as it
was in 1911, is an organization substantially based upon financial
strength. Its interests reach everywhere, even abroad. It has
the finest library of accounting literature in the United States and,
perhaps, in the world. Its committees are in touch with federal
and state governments, with business organizations, with the
national societies of the other professions. It exercises a powerful
influence upon the course of education and its members stand as
high as any man in this realm of what we like to call equal oppor
tunity. Nearly every kind of business and profession has made
397
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great progress in the past quarter century but it is extremely
doubtful if there is any one of them which in a national way has
equalled the progress of accountancy. Not even the most opti
mistic of the fathers would have ventured to predict anything
resembling the magnitude and power of the accountancy of today.
They simply could not have believed that so brief a span as one
generation would bring about so vast a change. If they could
have foreseen they would probably have been a little anxious, they
would have feared lest accountants would fall short of the great
opportunity which would be presented to them. They might
quite reasonably have entertained misgivings about the carrying
of the load. It says much for the quality of accountants gener
ally that they have been equal to the task and that their increas
ing responsibilities are largely due to their evident ability to carry
on, even in the face of grave difficulties and augmented burdens.
And now, as we have said, the union of the two principal national
organizations is at hand. Rivalries, which must have existed
wherever there were two groups working independently, should be
at an end. It is devoutly to be hoped that this far-reaching
change will produce results altogether blessed. It is a splendid
thing to be able to look back over a crucial period of development
and to find that there have been few failures, few shortcomings
but that there has been honest effort, true ability and above all an
abiding faith.
MAN TO MAN

Every editor longs for the day when he can abandon momen
tarily the somewhat restrictive “we” and talk to his readers in
the first person singular. On this occasion that consummation is
attained.
With the publication of the December, 1936, issue of The
Journal of Accountancy I shall withdraw from active participa
tion in the affairs and policies of this magazine. For twenty-five
years I have endeavored to express what seemed to be the opinion
of the best men of the profession and I have received so much
unforgettable assistance and such countless letters and messages
of help that I think it would be ungracious to take my leave
without a word to you who read. You have been a great friend
to me, Sir, and I take my departure with a feeling of real regret
mitigated by a confident hope that sometime, somewhere, I may
398
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have written a word or perhaps even a sentence which has met
with your approval. If I could feel that I had written something
which was helpful I should rejoice unutterably.
To the many contributors who have made the magazine what it
is I offer my humble and hearty thanks. Whatever credit be
longs to The Journal of Accountancy belongs to you who have
contributed of your experience and your knowledge and your
labor. Pray, Sir, receive this personal note, let us wish each
other well, and may you continue for many years to come to make
The Journal of Accountancy a better and a better magazine,
which will be an instrument of good for the accountants that are
and for those that are to be.
A. P. Richardson
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[Following is the text of the examinations in auditing, law and accounting
presented by the board of examiners of the American Institute of Accountants,
November 12 and 13, 1936.]

BOARD OF EXAMINERS

Examination in Auditing
November 12, 1936, 9 a. m. to 12:30 p. m.

The candidate must answer all questions.
No. 1 (5 points):
In May, 1936, a grain dealer bought 100,000 bushels of wheat
for delivery between July 1st and December 31st at $1.05 a
bushel. How should the item be treated on the June 30, 1936,
balance-sheet
(a) if the market had risen to $1.25 a bushel?
(b) if the market had fallen to $.85 a bushel?
Give reasons.
No. 2 (5 points):
What exceptions to the rule of professional secrecy about facts
discovered in an audit can you mention? Explain.
No. 3 (14 points):
A client of yours asks information about the retail method of
inventorying: (a) what it is, (b) what advantages it has over his
present custom of inventorying at cost or market and (c) if it
will facilitate preparing income-tax returns.
What information would you give concerning the three ques
tions asked?

No. 4 (10 points):
(a) What do you understand is required in a “cash audit”?
(b) What purposes are served by it?
(c) If you were called upon to audit the cash records only
what would you say to your client about the limitations of such
an audit and its advisability?
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No. 5 (10 points):
You are engaged to audit the accounts of the town of X and
also those of the town library, which is being supported partly by
public and partly by private funds.
State how you will determine the validity of the expenditures
in each case.
No. 6 (10 points):
State how you would proceed in verifying the accounts re
ceivable of a merchandising concern.
No. 7 (10 points):
(a) State at least three methods by which sales records may be
falsified.
(b) What steps would you take to detect them?

No. 8 (10 points):
(a) State the rates of taxes on payrolls to be imposed under the
federal social security act upon (1) employers and (2) employees,
for the years 1936 and 1937.
(b) Which of them may be deducted in federal income-tax
returns (1) by employers, (2) by employees?
(c) When, for what period, by whom and to whom must returns
and payments of these taxes be made?
Ignore exempt classes.

No. 9 (6 points):
Auditing the accounts of Corporation X for the year 1936, you
find an investment in the stock of Corporation B at par, on which
two extra dividends were received and credited to profit and loss
in 1936. Upon inquiry you learn the following facts concerning
Corporation B:
On January 2, 1935, an option was given to Corporation Y to
buy the entire assets of Corporation B, carried on its books at
$400,000, for $500,000, payable $25,000 at date of option, $25,000
semi-annually thereafter to the date of expiration of the option,
January 2, 1937, when the balance of $400,000 is payable. If the
option be not taken up on the last-named date, the instalments
already paid will be forfeited to the B Corporation.
The instalments were paid up to and including July 2, 1936.
The balance of $400,000 due January 2, 1937, has not been paid,
but Corporation B has renewed the option on receipt of $25,000
401
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and the agreement by Corporation Y to pay $25,000 on July 2,
1937, and the balance of $350,000 on January 2, 1938, the instal
ments for 1937 being subject to forfeiture as before.
The extra dividends paid by Corporation B were the moneys
received from Corporation Y; and another extra dividend from
the same source has been declared payable February 1, 1937.
(a) Will you approve the credits to profit and loss for 1936 on
the books of Corporation X? State your reasons.
(b) How will you advise your client to deal with the extra
dividends in 1937? State your reasons.
No. 10 (12 points):
Describe briefly the essential requirements and the principal
advantages of an adequate internal control of inventories; also
discuss the importance of costing sales in relation thereto and
describe two general methods of costing.

No. 11 (8 points):
Certain concerns demand that charges for purchases, services,
etc., be made out on their own invoice forms.
(a) What are the advantages and disadvantages of such a
policy to the concern?
(b) How does it affect the outside auditor?
(c) What are the advantages, disadvantages and outstanding
characteristics of the standard “simplified invoice form” devel
oped by various associations of purchasing agents? How does it
affect the outside auditor?

Examination in Accounting Theory and Practice
PART I

November 12, 1936, 1:30 p. m. to 6:30 p. m.

Solve all problems.
No. 1 (35 points):
A. Arthurs, a real-estate dealer, owned and operated the fol
lowing buildings:
Stratford Terrace—an apartment house acquired March 1,
1929, at a cost of $350,000 and mortgaged as follows:
First mortgage, dated February 1, 1933, due February 1, 1938,
interest payable February 1st and August 1st at 5% per annum
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Second mortgage, dated April 1, 1933, due April 1, 1938, interest
payable April 1st and October 1st at 6% per annum............
$90,000

Munroe Building—an office building acquired April 1, 1931, at
a cost of $1,500,000, mortgaged as follows:
First mortgage, dated February 1, 1930, due February 1, 1940,
interest payable February 1st and August 1st at 5% per annum..
Second mortgage, dated May 1, 1934, due May 1, 1937, interest
payable May 1st and November 1st at 6% per annum...................

$750,000

450,000

The above four mortgages were to be reduced by regular
instalments, but nothing had been paid off by Arthurs, and on
March 1,1935, the holders formed a committee to operate the two
buildings from that date. John Smith was appointed agent and
no charge was to be made for his or the committee’s services.
Arthurs was to receive 5% of all rents collected after deducting
operating expenses, taxes and interest, and he was to pay $100 a
month as rent for office space occupied in the Munroe Building.
Any balance remaining at the end of the fiscal year was to be
applied pro rata by the agent to reduce the second mortgages.
The holders of the mortgages agreed to accept monthly instal
ments of the year’s interest and taxes and in turn to advance, if
required, the money for taxes when due. The 1935 taxes were:
Stratford Terrace......................................................
Munroe Building.......................................................

$ 5,160
28,000

Depreciation was to be provided at the annual rates of 2% on
buildings and 10% on furniture and fixtures, as in previous years.
Arthurs continued to keep the general books, and the agent
rendered to him monthly statements of rents billed and collected,
operating expenses, taxes, interest and other payments. However,
only the cash received from the agent was entered and no record
was made of these statements.
The following is a summary of the transactions thus reported
covering the operations in the ten months March to December,
1935:

Rents billed..............................................................

Stratford
Terrace
$128,500.00

Munroe
Building
$230,000.00

Rents collected........................................................

$124,070.00

$228,000.00
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$ 58,000.00

$ 99,810.00

10,000.00
5,400.00
5,160.00

27,500.00
27,000.00
28,000.00

$ 78,560.00

$182,310.00

Balance of receipts..................................................

$ 45,510.00

$ 45,690.00

5% paid to A. Arthurs...........................................

$ 2,275.50

$ 2,284.50

Operating expenses paid.........................................
Interest paid—
First mortgage.....................................................
Second
“
.....................................................
Taxes paid................................................................

Since December 31, 1934, none of the unamortized mortgage
expenses had been written off, nor had provision been made for
accruing mortgage interest and depreciation, but all ascertainable
direct current liabilities outstanding at December 31, 1935, had
been taken up, and the following trial balance was prepared as of
the latter date:
Stratford Terrace:
Dr.
Cr.
Land.............................................................................. $ 50,000
Building........................................................................
300,000
First mortgage.............................................................
$ 200,000
Second
“
.............................................................
90,000
Unamortized expenses—first mortgage....................
11,100
“
“ —second “
....................
9,945
Reserve for depreciation............................................
35,000
Rents receivable...........................................................
12,530
Munroe Building:
Land..............................................................................
300,000
Building........................................................................
1,200,000
First mortgage.............................................................
750,000
Second
“
.............................................................
450,000
Unamortized expenses—first mortgage..................
53,375
“
“
—second “
...................
28,000
Reserve for depreciation.............................................
90,000
Rents receivable..........................................................
24,600
Office furniture................................................................
1,360
“
“
reserve for depreciation.......................
630
Investments—stocks and bonds..................................
117,500
Cash..................................................................................
1,686
Notes receivable..............................................................
15,400
Notes payable..................................................................
16,500
Insurance premiums receivable....................................
3,000
Prudence Life Assurance Co..........................................
1,250
Kentucky Fire Insurance Co.........................................
1,150
Jameson Realty Co...........................................................................
Rent security deposits....................................................
3,000
John Smith—agent...........................................................................

404
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A. Arthurs—personal account.....................................
"
“
—capital
“
.....................................
Stratford Terrace:
Rent income............................................................
Operating expenses.....................................................
Munroe Building:
Rent income............................................................
Operating expenses.....................................................
Interest—first mortgage.............................................
Commission on insurance premiums............................
Interest received on bonds.............................................
Dividends received on stocks........................................
Interest on notes received and payable—net...............
Salaries paid....................................................................
Legal expenses.................................................................
Office rent........................................................................
Office expenses.................................................................
Uncollectible rents written off........................................

$22,551

$502,551
11,200
102

28,750

245
10,000
350
1,789
2,330
21

25,412
2,600
1,000
2,465
950

$2,193,821

$2,193,821

Prepare adjusting entries, working trial balance and balancesheet as at December 31, 1935, and a relative income statement
for the year.
No. 2 (20 points):
The Parent Corporation, engaged in manufacturing and selling
its products in the United States, organized a foreign subsidiary,
called The English Company, in London, and one called The
French Company in Paris, both as of December 31, 1934. The
balance-sheets of The Parent Corporation as at December 31,
1935, and of the two foreign companies as at November 30, 1935
(the end of their fiscal years), together with statements of sur
plus for the year ended on those dates, are given below:
The Parent
Corporation
Dec. 31, 1935
Assets
($)
Cash..............................................
241,016
Accounts receivable....................
313,849
Inventories.......................................
726,615
Investment in stock of The Eng
lish Company—20,000 shares
at cost.......................................
98,400

405

The English
Company
Nov. 30,1935
(£)
15,013
17,927
37,324

The French
Company
Nov. 30, 1935
(Fcs.)
12,008
28,695
40,370
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Advances to The English Com
pany ......................................
Investment in stock of The
French Company—500 shares
at cost...................................
Advances to The French Com
pany ......................................
Capital assets, less reserves........
Fixtures and equipment, foreign
companies, less reserves......
Deferred charges..........................

78,781

3,300
14,900
906,442

19,861

3,800
838

17,720
1,026

2,403,164

74,902

99,819

378,414

21,107
2,000

42,767

18,263

16,610

Liabilities
Accounts payable........................
Dividend payable Jan. 15, 1936
Due to The Parent Corporation
(U. S. dollar liability)..............
Capital stock—
15,000 shares of $100 each...
20,000 “ “ £1
“
..
500 "
" Fcs. 100 each
Surplus (*deficit) as below........

1,500,000

20,000
524,750

13,532

50,000
9,558*

2,403,164

74,902

99,819

281,125

17,912

Surplus
Profit (*loss) from operations. ..
Dividend received from The
English Company (£2,000)..

7,786*

9,880

291,005

Less—Provision for depre
ciation ...............................

62,101

380

Net profit (*loss) for the
year...................................
Surplus at beginning...................

228,904
400,846

17,532

9,558*

629,750
105,000

17,532
4,000

9,558*

Dividends paid.............................
Surplus (*deficit) at end...

524,750

13,532

9,558*
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The rates of exchange in effect at various dates during the year
are stated below:
English
In effect
pounds
Dec. 1, 1934..............................................
4.92
Jan. 1, 1935 ...............................................
4.93
Feb. 1, 1935...............................................
4.94
Mar. 1, 1935..............................................
4.94
Apr. 1, 1935...............................................
4.95
May 1,1935..............................................
4.95
June 1, 1935..............................................
4.94
July 1,1935...............................................
4.96
Aug. 1, 1935..............................................
4.95
Sept. 1,1935.............................................
4.97
Oct. 1, 1935...............................................
5.08
Nov. 1, 1935..............................................
5.06
Dec. 1, 1935..............................................
5.02
Average 1935.......................................
4.97

French
francs
6.6
6.6
6.6
6.6
6.3
5.8
5.8
6.0
6.0
6.0
6.0
6.1
6.2
6.2

The following statement shows the depreciated values on
November 30, 1935, of the fixtures and equipment acquired by
the foreign companies on the dates given therein:

December 1, 1934................. ............
June 16, 1935......................... ............
August 8,1935....................... ............

The English The French
Company
Company
(Fcs.)
(£)
2,400
10,200
1,000
5,000
400
2,520

3,800

17,720

The advances to foreign companies, as shown by The Parent
Corporation’s accounts, are summarized as follows:
The English The French
Company
Company
$ 90,875
$ 998
Balance, November 30,1935..........................................
Add—Shipments in December, 1935, at billing
8,902
13,026
prices (cost 20% less).............................................
5,000
Cash advanced.....................................................
$103,901
25,120

$14,900

Deduct—Cash received..............................................
Per balance-sheet................................................

$ 78,781

$14,900
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The inventories of foreign companies were purchased partly
from The Parent Corporation and partly locally, as follows:
The English The French
Company Company
(Fcs.)
(£)

Purchased from The Parent Corporation at billing
prices.............................................................................
Purchased locally............................................................
Per balance-sheet.........................................

32,106
5,218

28,546
11,824

37,324

40,370

The cost to The Parent Corporation of the merchandise sold to
foreign companies and remaining in the inventories at November
30, 1935, was as follows:
The English Company...........................................
The French Company............................................

$119,736
1,361

Prepare a consolidation statement under date of December 31,
1935, showing conversion rates used. Computations and adjust
ments should be made to the nearest dollar.

No. 3 (20 points):

One of your clients informs you that he has purchased a 750acre farm, including a herd of about 300 head of cattle for
$250,000. An initial payment has been made and the deal will
be finally closed and settled in about two weeks.
Neither yourself nor your client knows much about farming,
but he wants your opinion on important general matters such as
advisability of incorporation, farm accounting, taxation, etc., and
desires your presence the next morning at a conference where
these and other important matters will be dealt with in a pre
liminary discussion.
State what matters you would look up at your office in the short
time available before the meeting. Also prepare notes that will
remind you at the conference of the inquiries you wish to make
and how to deal with the important questions and problems that
will probably come up for discussion and be presented to you.
Avoid bringing up questions of detail and confine yourself to
matters of general importance.
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No. 4 (15 points):

The balance-sheets of the Anonymous Manufacturing Com
pany at the beginning and the end of the year are shown below:
Assets

January 1

December 31

Current assets:

Cash................................
Accounts receivable.....
Inventories.....................

Advances to employees..............................................
Permanent investments.............................................
Plant and equipment, less depreciation..................
Deferred charges.........................................................

$

7,928.15 $ 4,720.68
11,926.28
14,030.00
107,434.69 128,749.71

$127,289.12 $147,500.39
201.61
10,053.63
9,700.00
131,900.08 133,124.89
2,181.48
2,310.88
$271,424.31 $292,837.77

Liabilities
Current liabilities:
Notes payable to bank........................................... $ 14,000.00 $ 30,000.00
3,425.29
4,366.91
Trade accounts payable.........................................
2,166.48
2,445.20
Accrued expenses—payrolls, etc...........................
2,503.33
2,874.55
Federal income tax payable..................................

Mortgage bonds..........................................................
Capital stock................................................................
Surplus.........................................................................

$ 22,095.10 $ 39,686.66
41,000.00
50,000.00
100,000.00 100,000.00
99,329.21 112,151.11

$271,424.31 $292,837.77

Also the following information is procured:
The net profit for the year, before deducting federal income tax, was $20,709.58.
The federal income tax for the year amounted to $2,874.55.
Surplus was charged with $13.13 for additional federal income tax for a prior
year.
Depreciation expense for the year amounted to $8,659.24.
The company lost its entire investment in the Everywhere Export Corporation,
namely 35 shares which originally had cost $353.63.
The company sold an automobile for $110, which had been bought for $677.75
and had been depreciated $519.61 at the time of sale.
Purchases of machinery and equipment during the year amounted to $9,267.37.
Other purchases were an automobile for $641.32 and other equipment $133.50.
A dividend of $5,000 was declared and paid during the year.
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Prepare (a) a statement showing the items that contributed to
the increases and decreases of the company’s working capital and
(b) a statement showing the “application of funds.”
Also state (c) how the two statements compare in general use
fulness to the client.
No. 5(10 points):
How should the particulars of the following situation be shown
on a balance-sheet of December 31, 1935:
Preferred stock:
10,000 shares 7% cumulative of $100 each; redeemable at 115
in 10 years at 1,000 shares per annum; authorized January 1,
1933, and issued on that date together with 40% in common
stock of $100 par at $150 a share; three semi-annual dividends
and one year’s redemption in arrears. The 1,000 shares
redeemed on December 31, 1933, were acquired as follows:
400 shares at 105
600
“ at 110
Additional 800 shares were acquired at 95 and are held in the
treasury for future redemption.
Common stock:
20,000 shares of $100 each, authorized
10,000 shares issued as treasury stock January 1, 1933
4,000 shares subscribed January 1, 1933, at $90 a share,
payable on call, $80 a share called and paid in to date.

Examination in Commercial Law
November 13, 1936, 9 a.

m. to

12:30 p. m.

Reasons must be stated for each answer. Whenever practicable
give the answer first and then state reasons. Answers will be graded
according to the applicant's evident knowledge of the legal principles
involved in the question rather than on his conclusions.

Group I
Answer all questions in this group.
No. 1 (10 points):
(a) Define usury.
(b) What is the general rule of law with respect to usury?
(c) What transactions usually are excepted from the applica
tion of this rule?
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(d) What are some of the subterfuges adopted in attempts to
evade this rule?
No. 2 (10 points):
Answer the following questions on the assumption that the
certificate of incorporation (charter) and the by-laws of the cor
poration contain no provision applicable to the question and that
the matter is not covered by a local statute:
(a) Can the president of a corporation who is also a director
vote on a resolution fixing his salary as president?
(b) Can a person have rights as a stockholder before a cer
tificate for stock for which he has duly subscribed and paid has
been issued to him?
(c) What is a proxy and who may give one?
(d) When funds are turned over to a trustee for the payment of
outstanding mortgage bonds and the trustee has been named in
the mortgage as the trustee for the bondholders, is the corpora
tion relieved from liability on the bonds?

No. 3 (10 points):
A soap-manufacturing company gave a coupon with each cake
of soap and advertised in every practicable way that it would give
an adult’s round-trip ticket to a specified amusement park for
every 25 coupons presented. Plaintiff, a stamp and premium
broker, duly presented 100,000 coupons and demanded 4,000
tickets. The manufacturing company refused to deliver the
tickets.
(a) Can plaintiff compel delivery of the tickets?
(b) If not, what remedy, if any, has plaintiff?
No. 4 (10 points):
It is a rule applied by courts that “where one claimant has two
funds to which he may resort to answer his demand, and another
claimant has an interest in only one of such funds, he (the latter)
can compel the former to take satisfaction out of the fund in
which the latter has no lien.”
(a) Can this properly be classified as a rule of the common law?
(b) If not, how would you classify it?
No. 5 (10 points):
Benson for ten years had held a full-life non-cancellable acci
dent and health policy issued by the Accident Company which
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provided that all annual premiums must be paid in advance at
the home office of the company. The premium for each year had
been duly paid by Benson’s cheque mailed to the home office and
accepted by the company. Prior to the premium due date in
1936, Benson duly mailed to the Company his cheque for the
proper amount, having funds in his bank sufficient to cover it,
this cheque being enclosed in a properly addressed and stamped
envelope with a return address, and being mailed in ample time to
reach the company’s home office one day before the due date.
This cheque was not received by the company nor was it cashed
by anyone or returned to Benson. The day after the premium
was due, the company cancelled the policy and duly notified
Benson. Can Benson compel the Accident Company to rein
state the policy by offering a duplicate cheque immediately upon
his receipt of the notice of cancellation?

Group II
Answer any five questions in this group. No credit will be given
for additional answers, and if more are submitted only the first five
will be considered.

No. 6(10 points):
An investment company sold certain bonds to Clark but re
fused to take Clark’s cheque in payment although Clark offered
the cheque in time to enable the vendor to have it certified before
delivery of the bonds. Clark refused to give a cheque already
certified, but by agreement between the parties the vendor deliv
ered the bonds to a bank in which the vendee had a balance
sufficient to cover the purchase price and accepted that bank’s
cashier’s cheque and the bank immediately delivered the bonds to
the vendee. Thereafter, but before the cashier’s cheque could be
cashed, the bank failed. Can the vendor recover the purchase
price from the vendee?

No. 7(10 points):
An infant, twenty years of age, authorized his agent to pur
chase certain bonds, the agent knowing the infancy of his princi
pal. The agent purchased the bonds, disclosing the name of his
principal but not disclosing the fact of infancy. The vendor did
not know that the principal was an infant and the agent had
every reason to believe that the vendor was ignorant of this fact.
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Upon reaching the age of twenty-one, the infant disaffirmed the
purchase, returned the bonds and all interest received thereon,
and was reimbursed for the purchase price. Is the agent legally
responsible to the vendor?

No. 8 (10 points):
Four negotiable promissory notes, payable respectively one,
two, three and four months after date, were executed as a part of
one transaction; also, as a part of the same transaction, the
maker and the payee executed a written agreement which pro
vided that upon default in any one of the notes the remaining ones
should immediately become due. Hobbs, to the knowledge of
the payee, signed the second and third notes as an accommodation
indorser but without either actual or constructive knowledge of
the acceleration agreement. The maker defaulted on the first
note and thereupon the payee declared all four notes payable and
duly notified all indorsers on the first note, of which Hobbs had
no knowledge. On the day when the second note matured ac
cording to its face, the second note was presented for payment,
the maker failed to pay it, and Hobbs was duly notified. Is
Hobbs liable as indorser?

No. 9 (10 points):
The authorized common stock of a corporation is 10,000 shares,
of which 8,000 are issued and outstanding. The board of direc
tors had authorized the retention of 2,000 shares to meet conver
sion rights of preferred stockholders, which expire in 1940. The
president of the corporation, who has held that office for five
years, makes a written contract with the corporation for his
services during the next five years and as part of his compensation
he is given an option to subscribe immediately for 1,000 shares of
common stock at a specified price above par. Is the contract
valid as to this option?
No. 10 (10 points):
Holland, Jones and Kerr were partners doing business as note
brokers under the name of Holland & Co. The partnership was
duly dissolved May 1, 1936, Kerr being named as liquidating
partner. On May 20, 1936 Kerr procured and sold to Martin a
note purporting to be made by the Acme Corporation and dated
May 19, 1936. This transaction was conducted in the name of
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Holland & Co. and Martin, who had no actual knowledge that
that partnership had been dissolved, gave Kerr a cheque to the
order of Holland & Co. in payment of the purchase price and
accepted from Kerr a guaranty of the signature on the note signed
“ Holland & Co.” Kerr indorsed the cheque in the name of Hol
land & Co. and deposited it in his own bank account. The
Acme Corporation note proved to be a forgery. Against whom
has Martin any rights?

No. 11 (10 points):
For what purposes may an action at law or in equity be brought
in the name of a corporation against one or more of its directors or
officers? State each purpose separately and specify the remedy
or relief to be sought (e. g., damages or injunction).
No. 12 (10 points):
In 1930, John Adams orally promised his brother Henry that
he would advance to Henry all cash needed by Henry to enable
the latter to take a university course in accountancy, obtain a
certificate as a C. P. A. and equip an office for the public practice
of accountancy. Henry orally agreed to repay these advances
out of the first fees collected by him in his practice as a C. P. A.
John made these advances, amounting in total to $6,000, and
Henry completed the course, became a C. P. A. in 1935, and began
to practise as such. After collection of his first fees, Henry re
fused to repay any part of the advances, relying upon the statute
of frauds.
(a) Upon what provision in the statute of frauds did Henry
rely?
(b) Does the statute of frauds bar a recovery by John?

Examination in Accounting Theory and Practice
PART II
November 13, 1936, 1:30 p. m. to 6:30 p. m.

Solve all problems.
No. 1 (30 points):
A company was incorporated on June 10,1935, with a capital of
$750,000 divided into 30,000 shares of no par value.
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On June 20, 1936, it acquired a manufacturing plant and site on
the following terms:
The purchase price to be $750,000 (the appraised sound value
at June 1, 1936) payable by transfer to the vendor of the
entire capital stock; the deal to be closed on June 25, 1936;
and the company to take possession on June 30, 1936.
The property to be transferred free of all liens, except a
mortgage of $250,000 securing the vendor’s note for that
amount to his bank. The note is payable on or before July
1, 1937.
The vendor to deposit with that bank 10,000 shares of the
company’s capital stock as additional security on his note.
(The note was not indorsed and no bond was signed by the
company.)
The vendor immediately to donate and to return 10,000
shares to the company’s treasury, to be sold for working
capital.
A public offering to be made on June 25,1936, at $30 a share,
of 20,000 shares, of which 10,000 shares each are to be
furnished by the vendor and the company. The vendor to
use his best efforts to further the sale of these 20,000
shares.
The proceeds from the first 10,000 shares sold in the public
offering to be turned over to the company for working
capital. The proceeds from the balance of the shares to
be turned over to the bank and to be applied against the
vendor’s note. After payment of the note the mortgage is
to be canceled.
Prepare the company’s opening balance-sheet as of June 30,
1936, on the supposition that:
(a) None of the shares offered had been sold.
(b) 10,000 shares had been sold.
(c) 15,000 “
“
“
“
(d) 20,000 “
“
“ “
(e) None of the shares had been sold, the vendor can not pay
his note and the bank takes possession of the collateral.

No. 2 (25 points):
Company A owns 40% of the capital stock of company B
"
A "
30% “ "
“
“ “
“
C
“
B “
10% “ “
“
“ “
“
A
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Company B owns 50% of the capital stock of company C
“
C “
10% “ “
“
“ “
“
A
“
C "
40% “ “
"
“ “
“
B

Each company has 10% of its capital stock in its treasury and
all stocks are carried on the books at cost.
The assets of the three companies are:
Investment in A..................................................
"
" B...................................................
“
“ C...................................................
Other assets (net)................................................

ABC
$ 10,000
$12,000 $15,000
20,000
4,000 10,000
30,000
15,000
2,000
100,000
50,000 30,000
$160,000

$81,000

$57,000

(a) Determine the respective amounts of net assets belonging
to the outside shareholders of companies A, B and C. Do not
consider fractions of dollars in any of the calculations.
(b) Are all the facts given in this problem essential to its solu
tion? If not, show the irrelevant data.

No. 3 (18 points):
At December 31, 1931, the capital of Burns, Doak & Ray, a
copartnership, was as follows:
Partnership interest

Capital
% of profit
Bums....................................................... $80,000
40%
Doak.......................................................
50,000
30%
Ray.............................................................
40,000
30%

On January 1,1932, Peters paid to Burns $25,000 for one-fourth
of his capital and partnership interest as of that date. The new
partnership continued to operate in the old firm name.
The partners are entitled to salaries as follows:
Burns..........................................
Doak...........................................
Ray.............................................
Peters..........................................

$15,000
12,000
10,000
7,500

Burns is also entitled to a bonus of 10% of the net profits after
treating as an expense the partners’ salaries and the bonus.
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The operating results for the three years ended December 31,
1934, were:
1932...........

$30,000

1933..........
1934...........

25,000
10,000

Profit after charging partners’ salaries and bonus to
Burns
Loss after charging partners’salaries
Profit after charging partners’ salaries but before charg
ing Burns’s bonus

During the period the partners’ drawings against the salaries
and profits (including bonus in the case of Burns) were:
1932.............................................
1933.............................................
1934.............................................

Burns
$20,000
15,000
25,000

Doak
$15,000
10,000
12,000

Ray
$10,000
10,000
10,000

Peters
$7,500
7,500
7,500

The partnership was dissolved on December 31, 1934, and the
assets were realized with the following results:
1935
January.......................... ....................
February........................ ....................
March............................. ....................
Total....................... ....................

Book value
$175,000
30,000
34,000

Realized
$150,000
10,000
14,000

Loss
$25,000
20,000
20,000

$239,000

$174,000

$65,000

All the firm’s creditors were paid in January, 1935, and cash
distributions to the partners were made at the end of January and
February, with a final payment at the end of March. The costs
of liquidation are to be disregarded.
Prepare a statement of the partners’ accounts from January 1,
1932, to the final liquidation on March 31, 1935.

No. 4 (15 points):
On January 1, 1930, the X Manufacturing Company acquired
for $1,000,000 in cash all the capital stock of the Y Coal Com
pany. On that date the balance-sheet of the Y Coal Company
was as follows:
Assets
Coal lands, less depletion.......................................
Other assets
(Valued in accordance with the accounting
practice followed by both companies).............

$400,000

300,000

$700,000
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Liabilities
Liabilities..................................................................
Capital stock............................................................
Surplus......................................................................

$100,000
500,000
100,000

$700,000

The operations of the Y Coal Company are confined to the
mining of coal for the exclusive use of the X Manufacturing Com
pany. No inventories of coal are carried by the Y Coal Company,
as all coal mined is immediately charged to the X Manufacturing
Company at a profit of 50 cents a ton after charging 10 cents a
ton to the mining cost for depletion.
The books of the two companies are kept on the same account
ing basis but independent of each other and without regard to the
requirements of possible consolidation of the balance-sheets. On
December 31,1935, such a consolidation was contemplated for the
first time, and on that date the balance-sheet of the Y Coal Com
pany was as follows:
Assets
Coal lands, less depletion.......................................
Amount due from “X Co.”...................................
Other assets..............................................................

$300,000
200,000
250,000
$750,000

Liabilities
Liabilities..................................................................
Capital stock............................................................
Surplus......................................................................

$100,000
500,000
150,000
$750,000

Depletion provided by the Y Company was based on the cost of
the coal lands to “Y” at the date of acquisition ($500,000) and
the estimated number of tons of coal in the lands (5,000,000).
The estimated number of tons of coal in the lands at January 1,
1930, was 4,000,000. Between that date and December 31,
1935, 1,000,000 tons were mined. No coal lands were purchased
or sold by the Y Company since the date of acquisition and no
dividends were ever paid by the Y Company.
The investment by the X Company in the Y Company was
carried at December 31, 1935, at cost to the X Company ($1,000,000). On that date the accounts of X Company showed that an
amount of $150,000 was due to the Y Company and the difference
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between this amount and the amount of $200,000 shown as re
ceivable by the Y Company was accounted for as follows:
Cash in transit...........................................................
Inventory in transit (5,000 tons at $2.00)..........

$40,000
10,000
$50,000

The inventory of the X Company contains 5,000 tons of coal
(exclusive of the 5,000 tons in transit) at $2 a ton, plus transporta
tion cost, which includes the profit of 50 cents a ton (already
mentioned) to the Y Company.
There are no intercompany accounts, relations or transactions
other than those indicated in this problem.
The accounts of the Y Company are not to be changed, and all ad
justments required for a ready consolidation of the balance-sheets
of the two companies are to be made on the X Company’s books.
Prepare entries for these adjustments.
No. 5(12 points):
Your client, Mr. Brown, has concluded arrangements to take
over from Mr. Wilson the entire business of the Wilson Company
as at June 30,1936. Mr. Wilson owns all the capital stock, which
he has agreed to sell to Mr. Brown for $15,000 cash and a mortgage
of $30,000 on the company’s plant.
The Wilson Company’s balance-sheet on the date of the sale is
as follows:
Assets
Cash...................................................... .................... $ 3,000
Bonds..........................................................................
12,000
Accounts receivable..................................................
16,000
Land.................................................................................
7,000
Buildings at cost.....................................
$20,000
Less depreciation.................................
2,000
18,000

Machinery................................................
Less depreciation.................................

$25,000
10,000

Office equipment.....................................
Less depreciation................................

$ 2,000
1,000

15,000

1,000
$72,000
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Liabilities
Accounts payable......................................................
Notes payable............................................................
Capital stock..............................................................
Surplus........................................................................

$15,000
8,000
25,000
24,000

$72,000

The property was appraised, and on the date of the sale shows
the following values:
Land.....................................
Buildings..............................
Machinery............................
Office equipment.................

Depreciation
value
$10,000
20,000
18,000
1,000

Replacement-new
value
$10,000
30,000
25,000
3,000

It was intended to change, as at June 30, 1936, the authorized
capital from 250 shares of $100 each to 1,000 shares of no par
value and the articles of incorporation had been changed ac
cordingly.
The above balance-sheet was verified by yourself as complete
and correct and in agreement with the books, but it was discov
ered that the $12,000 bonds were pledged as collateral to the
$8,000 notes payable. Mr. Brown is fully aware of this.
You are asked by Mr. Brown to make the necessary entries on
the books and to prepare a balance-sheet showing the changes
that took place upon his purchase of the stock, including the
change to no par value and the results of the appraisal. He asks
that no mention be made on the balance-sheet of the fact that the
bonds were pledged.
Prepare (a) the balance-sheet of the Wilson Company as at
June 30, 1936, wherein all changes have been incorporated and
(b) give reasons for complying or not complying with Mr. Brown’s
request.
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[The following statement of purposes and methods underlying commercial
law examinations of the American Institute of Accountants has been pre
pared by the Institute’s Board of Examiners for the information of those
interested in the subject.—Editor.]

In The Accounting Review for September, 1936, John C. Teevan,
professor of business law in Northwestern University, has a most
interesting article on “C. P. A. commercial-law examinations,”
in which he comments on the Institute’s examinations and those
of the American Society and of the New York State Board of
C. P. A. Examiners. With the thought that this may be, indeed
should be, of interest to certified public accountants, we urge that
Professor Teevan’s article be read and our comments on our own
examinations made in this statement be carefully noted. Pro
fessor Teevan’s temperate article was written, to use his own
words, in a “friendly, cooperative, and constructive spirit.” We
welcome this opportunity to discuss it. We all are working for a
common purpose and comments of the sort made by him are gen
uinely helpful.
Professor Teevan says, “Most of us are convinced that, apart
from the irksomeness of it, the preparation of a law examination is
no easy task.” Agreed. As we analyze the problem, the diffi
culty is due to three factors: the nature of law as a subject, the un
graded character of the candidates and the limitations inherent in
written examinations. Law is not an exact science. States,
through their highest courts, vary; courts within a state vary;
judges in the same court vary, and the lawyers who should be ex
perts vary. The application of the more or less scientific princi
ples of law to specific cases is an art and thus necessarily varies
among the lawyers, judges, writers and teachers who make the
application. Among those interested in examinations, agreement
even as to the topics to be included can not be found. As to the
candidates, they range from the man with no training at all to the
college graduate who also is a graduate of, or has had resident
work in, a school of law or business, or both, and has had practical
experience in the practice of law or accounting, or both. On writ
ten examinations, a candidate can not be graded upon what he
knows, but only upon what his answers indicate that he knows—
a very different thing. The technique of answering examination
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questions should be taught in every school in short courses ex
plaining and exemplifying rules, among others those given by Pro
fessor Teevan in the introduction to his book C. P. A. Law Ques
tions and Answers. An experienced, practising lawyer with no
knowledge of the art of answering examination questions could
easily fail on a C. P. A. law examination by giving abrupt answers
not supported by reasons.
Despite these difficulties, the results as reported by Professor
Teevan are not bad, although all serious students of the subject
readily admit that great improvement can be made. He states
that in the last six Illinois examinations, the percentage of success
ful candidates in all subjects is 7.8 per cent. (this being the average
of seven percentages stated by him). Yet in those six examina
tions, the average percentage passing in law is 44 per cent. (this
being the average of the six percentages which he gives) and the
average percentage who passed the law examination in the last
twenty examinations is stated to be 46 per cent. It is evident
that the vast majority of failures was in theory of accounts, prac
tical accounting and auditing, subjects with which candidates
might reasonably be presumed to be more familiar than with law.
He wonders what teachers of business law can do to reduce the
number of failures by candidates who had been their students.
He gives no statistics to indicate that anything need be done.
It is reasonable to infer that the 46 per cent. who passed were
chiefly trained men and that the 54 per cent, who failed were
chiefly the untrained men. Two things, however, can be done
by the teachers: teach the technique of answering examination
questions, and spread the gospel of the need for systematic, or
ganized, classroom training in law.
The first point of discussion raised by Professor Teevan is the
proper scope of the examinations, the subjects to be covered.
In the first place, no subject in law has definite boundaries and
any question of the slightest complexity can usually be classified
under more than one subject heading. We disagree, for instance,
with his statement that we have asked questions on crimes, torts
and constitutional law and we would not like anyone to infer that
we thought those subjects should be included. None of the In
stitute’s questions is listed under those subjects in the index of
Professor Teevan’s book, to which we have previously referred.
In May, 1932, we asked whether a corporation could commit a
crime or a tort, but both of these questions were regarded by us
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as questions in corporation law and they were so indexed in Pro
fessor Teevan’s book. In November, 1933, we asked whether the
citizens of each state were entitled to the privileges and immuni
ties of citizens in the several states. This is an extremely simple
constitutional question and it led to the next subdivision (of the
same question) which asked whether a corporation was a citizen
to which the preceding answer applied. This was regarded by us
and was indexed by him as a question in corporation law. We be
lieve that any other similar question can be similarly explained.
The fundamental question of what subjects should be covered
is one of difficulty. Professor Teevan does not specify the sub
jects he thinks should be included, but it may be fair to infer (from
his reference to the Accountant's Handbook) that he approves of
contracts, sales, bailments and carriers, negotiable instruments,
agency, partnerships, corporations, and bankruptcy. This leaves
for discussion the other subjects listed by him as having been in
cluded by us (excluding crimes, torts and constitutional law), as
follows: conditional sales, equity, insolvency, insurance, mort
gages, patents, trademarks and copyrights, personal property, real
property, suretyship and guaranty, and trusts, wills and the ad
ministration of estates. Space permits only summary comments
on this list. Conditional sales is regarded by us as a part of sales
and is so indexed by Professor Teevan. Questions on equity seem
justifiable to the limited extent that we have asked them. An ac
countant should be familiar with the fundamental distinction be
tween law and equity, he should know some of the maxims of
equity and he should be aware of the uses of injunctions, specific
performance and the marshalling of assets. Insolvency as a sub
ject is not included in our examinations. In May, 1930, we
asked for the distinction between insolvency laws and bankruptcy
laws, but we regarded this as a question on bankruptcy and it was
so indexed in Professor Teevan’s book. Insurance seems to us to
be important. The subject of mortgages has become particularly
important since 1929. Patents, trademarks and copyrights are
so integral a part of most large businesses that we believe an ac
countant should be generally familiar with them. Personal prop
erty constitutes the wealth of the vast majority of persons and
the few fundamental principles of law concerning it should be
known to an accountant. Real-property law, as such, is not cov
ered by our examinations. No accountant should be expected to
know any of the intricacies of its law. He should, however, be
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able to define real property and to know the simple law of fixtures.
Suretyship and guaranty, in our opinion, is an important topic
in commercial law. To quote from Professor Teevan’s article
itself, “The professional accountant knows, for example, that a
knowledge of the law of trusts, wills and estates is of considerable
help and value in the practice of accounting.” In addition, we
believe accountants should know something of the legal responsi
bilities of persons engaged in the public practice of accountancy.
In May, 1934, we discontinued asking questions in the law ex
aminations on income or other taxes, but such questions are con
tinued in the examinations on the other subjects.
The next point discussed by Professor Teevan is the form or
style of the questions. We agree with him that too many ques
tions should not ask for definitions or summary statements of
legal principles. Not only are such questions easy to answer by
candidates who have crammed, but also they are unrelated to the
experience of an accountant. All that an accountant can be ex
pected to do is to uncover questions of law in situations as he
finds them; in other words, to know the general principles of law
sufficiently well to recognize their applicability to facts as he finds
them. We believe that the only fair test of a candidate’s ability
to do this is to give him a statement of facts and to ask him his
understanding of the law involved. The following headnote is
printed at the top of each Institute examination in law:
“Reasons must be stated for each answer. Whenever practicable
give the answer first and then state reasons. Answers will be graded
according to the applicant's evident knowledge of the legal principles
involved in the question rather than on his conclusions."
We realize, however, that many candidates will not read and
some will not understand this headnote. Therefore we seek a
fair balance between the two types of question.
Professor Teevan believes that a case question based on a re
ported decision is apt to be too long and confusing. Certainly
no question should be deliberately confusing, but, on the other
hand, care must be exercised not to state a case so simply that no
skill would be required to uncover the question of law. He ob
jects also to the use of a case in which the first appellate court re
versed the lower court and was in turn reversed by a higher ap
pellate court. “What chance does a candidate have with a ques
tion like that?” asks Professor Teevan. The answer is, every
chance if he will state his reasons for his opinion. We do not
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want an answer without reasons because that kind of answer may
be merely a guess. We do not want the candidate’s notion of
what may be fair to all parties to the controversy because the ex
amination is not one in ethics. We want to know what legal
principles are involved and we want an intelligent application of
them to the facts stated. Whether or not the candidate happens
to agree with the majority of the judges in the highest court which
has dealt with these facts is a matter of indifference to us.
Professor Teevan objects to our question on bankruptcy in No
vember, 1931 (which he inadvertently places in May of that year)
on the ground that it was too long in that it had five subdivisions.
It is true that his book’s answer to that question covers almost
two printed pages, but it also is true that his answer restates the
statute in a way neither expected nor desired from a candidate.
One idea in using five subdivisions was to aid the candidate by a
spread of related topics. If we had limited it to three subdivi
sions, a candidate who could answer only one could receive a
grade of only 3. By adding two more subdivisions, we gave him
a chance of receiving a grade of 6 by correctly answering the two
others. The time limit was adequate for a candidate who knew
the answers; none would be adequate for a candidate who did not
know them.
The final point raised was that the examination papers should
be prepared and graded by teachers, past or present, of business
law. We cannot agree with this. We believe that familiarity
with classroom reactions is helpful to some extent, but we make
our main effort to relate our questions to conditions apt to be met
in the practice of accountancy. We are deeply conscious of the
fact that our efforts are not completely successful and we con
tinually strive for improvement. We welcome the helpful and
friendly comments made by Professor Teevan and we shall wel
come similar help and guidance from other thoughtful commen
tators upon the difficult taskwith which we find ourselves charged.
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“Are Present Forms of Financial Statements
Satisfactory?”*
By Leland Rex Robinson

There is apt to be much "unimpeachable inaccuracy,” if we
may borrow a phrase from Kipling, unless the question of ade
quacy or inadequacy in corporate reporting is dealt with in more
concrete terms. "Satisfactory”—for what purposes? "Satis
factory”—from whose point of view? This can be determined
by reference to the chief uses of corporation reports, after which
it remains to be seen whether such uses necessarily conflict with
each other or whether certain standards of adequacy are properly
to be applied to them all.
The Corporation: Servant or Master?

Modern corporations, whose legal entities set up to make profits
from producing and distributing goods and services, are like ma
chines, also products of man’s ingenuity, in seemingly having a
life apart from their creators. The impersonal nature of modern
business, as conducted by means of corporations, led one writer
to say that “Not even God can put a corporation in Hell”—this,
despite the obvious fact that, apart from church and state, no
more effective device than the corporation has ever appeared to
bring about cooperation in the activities of men.
For all of us are directly or indirectly involved in several of the
half-dozen kinds of relationships between the entities known as
corporations and the economic and legal world in which they
function. These varieties of corporation contacts may be put
down as investor and banker; executive or administrative; public
authority; competitor; purveyor of materials or services; laborer;
distributor and consumer. In all of these relationships, and par
ticularly for the first three, accurate and adequate corporation
reports resulting from the work of accountants and auditors are
indispensable for intelligent action. In the measure that market
ing of raw materials, labor relations, distribution and consumer
use become organized along lines of effective economic service will
more exacting requirements appear for corporation reports.
*An address delivered at the annual meeting of the American Institute of Accountants,
Dallas, Texas, October 22,1936.
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Economic Progress Presupposes Sound Accounting
We are primarily concerned, however, with corporation reports
as the link between bankers and investors on the one hand and
the great majority of business enterprises on the other. To in
vestors, present and prospective, creditors and shareholders and
to the analysts who serve them is released this overwhelming
flood of printed matter pitched to the disclosure of actual operat
ing results and current position through the marshalling of statis
tics. Qualitative descriptions of business hinging upon volume
and performance are subordinated, in the impersonal era of
the corporation, to quantitative descriptions of results from the
purely acquisitive point of view, crowded into the confusing sub
divisions of accounting terminology and all preceded by the
dollar sign. Prospective profits are both the mainspring of busi
ness activity and the chief determinant of the flow of capital. It
is important as never before that accountants’ figures be more
than mathematical abstractions and that “profits,” as modern
business accounting defines them, measure the economic services
of business at least approximately.
The foregoing is, of course, a truism which may hardly seem
worth repeating. Until it is accepted as a truism, however, by
investors, business men and accountants there can be no proper
understanding of the close relationship between securities markets
and business activity or, more concretely, the dependence of a
healthy economic system upon a realistic, and, therefore, a
healthy, market for corporation stocks and bonds. There are
many reasons for this, all too little explored in economic writings,
but in driving home the force of this last remark I shall emphasize
three: first, the present ownership distribution of American stocks
and bonds; second, the imminent threats to the stability of their
markets; and third, the evidences of maldistribution of the
nation’s capital in “financing finance” rather than “financing
business.”

Straining

at a

Gnat; Swallowing a Camel

It is one of those curious paradoxes of history that an almost
religious devotion to technological efficiency in individual busi
ness establishments is accompanied by indifference toward and
well-nigh complete ignorance of what may be called “social effi
ciency.” Thus we run down to the last ton the output of pig427
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iron but know little even now about the output of jobs and the
actual state of employment. We calculate to a nicety under
various systems of cost accounting the portion of overhead and
other manufacturing outlays chargeable against each product, but
are slow in applying such acid tests to marketing, that is, to sell
ing and advertising costs. We think we know exactly how
savings from technological improvements are applied in increas
ing net earnings or reducing prices, but we ignore the immediate
costs in wage losses of displaced workers, their reduced consum
ing power and the resulting burdens imposed upon the whole com
munity. We figure out with what may be called “spurious ac
curacy” the “per share earnings” of stocks (even unto the most
humble at the very end of the leverage scale of a complicated
capital structure) but have comparatively little real interest in
the nature, spread and stability of ownership of the corporation’s
securities. The demands of social accounting beat incessantly
upon the shores of business accounting, but it is as though the
inhabitants were only aware of the sea at those times when oc
casional tidal waves or violent storms wreak havoc along their
coasts. So it is that an appalling volume of statistics having to
do with physical production and private earnings is used only in
a grubbing sort of way because any systematic attempt to reduce
to quantitative terms the significance of these things in their
broader economic environment is lacking.
Who Own American Stocks and Bonds?

Here we come back to the first of three earlier factors in any
grasp of the importance of realistic security market appraisals,
namely, the present ownership distribution of American stocks
and bonds. Information is wholly inadequate in view of the
revolutionary changes in the last two decades. The bureau of
the census, for instance, could be of great service in tracing the
geographical spread and the distribution among income groups of
ownership in American securities, but it has hitherto been more
interested in radios owned and similar data. The British income
tax is more serviceable than ours in disclosing the people’s sources
of income as the obligation of direct support to the government
reaches residents far down the financial scale.
We have good reason for believing, however, that stockholders
in the United States are rapidly approaching, if they do not now
exceed, the number of twelve million; and that their ranks have
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increased more than one hundred per cent. since 1927.1 No doubt
this multiplication of shareowners has been greatly speeded in
tempo during the past fifteen months of almost uninterrupted
advance in share prices. The number of different bondholders
is probably less by four million or more. The total book value of
all corporate stocks (stated values of preferred and common
stocks plus surplus account) has been calculated in Moody’s
Manual of Industrials as $161,000,000,000 for 1930. This is
based upon balance-sheets filed with the bureau of internal reve
nue by some 400,000 corporations representing, it is believed,
considerably more than 90 per cent. of all corporate assets. In
this same year total funded corporate debt outstanding amounted
to about 30 per cent. of the above; while this face value of bonded
debt, when added to outstanding government debts and public
and private foreign obligations owned in this country, totalled
approximately $90,000,000,000, or roughly 56 per cent. of the
stock total. How these figures and ratios may stand in 1936 as
compared with 1930 is so largely a matter of guesswork that we
must accept the earlier position as not too great a distortion of
the present picture.

Business Looks to Stockholders
Now the significant fact is that so much larger a proportion of
capital engaged in business has been raised by sale of securities
representing equity interests than by issuance of bonds—well
over three times the amount. Furthermore, the American
people, directly or indirectly, have (or had in 1930) some 75 to 80
per cent. greater stake in the capacity of business to produce
profits than in the capacity of governmental and corporate debt
ors combined to earn and pay interest on their bonds. I say “in
directly” because of course a vast volume of securities belongs to
institutional investors such as banks, insurance companies and
investment trusts which are in turn owned by shareholders, de
positors and the insured. From this condition emerge two inter
esting facts: (1) that major institutional holders of bonds are
banks, insurance companies and foundations, whereas holding
companies and investment trusts are the principal corporate
owners of stocks; and (2) that individual shareholders, whose
numbers threaten to approach those of depositors in mutual savSee "The Security Markets" (Twentieth Century Fund, Inc., New York, 1935, p. 60).
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ings banks, are in possession of more than twice as much stock as
all corporations put together.
The mutual financial dependence of corporations and the grow
ing army of investors should not be underestimated by reference
to the concentration of stockholdings in the hands of the public.
It is doubtless true, as the Twentieth Century Fund has pointed
out in its study on The Security Markets,2 that not more than a
tenth of the total number of stockholders owned fully threequarters of the corporate stock in individual hands in the years
1925 to 1929. Rising living standards and the redistribution of
wealth, which are making headway with business improvement
and government expenditure, will doubtless reduce this concen
tration somewhat in the years ahead. Mass psychology, often the
determining factor in market trends, acts through extensive
rather than intensive demand and the marginal buyer frequently
sets the price. Moreover it is not improbable that some 20 per
cent.3 of all the nation’s stockholders, comprising almost exclu
sively small investors, are to be grouped as customer and employee
owners, the division being about equal between the two.3 It is to
be expected that corporations will increasingly seek capital funds
from their employees, their customers and their existing stock
holders, as they will redouble their efforts to make customers out
of the owners of their shares. Thus many a humble stockholder
will come more and more into contact with the business in which
he has a minute interest through means other than occasional
dividend cheques and the often, to him, unintelligible reports.
His importance to the corporation can not be measured by the
smallness of his claim on the profits.
Market Appraisal

the

Chief Financial Suffrage

However, separation of ownership from control and manage
ment, which distinguishes modern corporate activity from the
simpler ways of a few decades ago when all these functions were
often bound up in the same persons or families, can not be bridged
by devices of customer, employee or executive stock subscription.
The really effective way in which modern owners of business can
make their opinions and wishes register with managements, which
are only nominally beholden to them, is through their actions in
buying or selling securities. Volume of turnover and trends of
prices for corporate shares are of paramount importance in shunt3Ibid, page 56-57.

2 Ibid, page 55.
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ing capital toward productive or wasteful uses. This is only an
other way of saying that circumstances determining the appraisal
put upon stocks by buyers and sellers will largely channel or dam
the flow of funds into enterprise.

New Threats to Market Stability

If purchase of stocks were only for purposes of investment, and
if investors were intelligently guided, there would not exist in
such measure the imminent threats to the stability of security
markets which were cited a few minutes ago as a second reason for
the dependence of a healthy economic system upon sober and
realistic markets for corporation securities. The dominance of
speculative or “professional” interests at many critical junctures
of stock-exchange history, however, shows what a superstruc
ture of opinions, hopes, fears, rumors and lop-sided calculations
will be built upon the foundation of corporation reports, as
long as human nature remains what it is. These misinterpre
tations are constantly being made of the most complete and clear
reports. How much further from a sensible valuation must the
actions of markets stray if reports are incomplete or misleading!
Especially is this so during these days when rapidly rising busi
ness activity acts in conjunction with an ill-conceived tax policy
to force far larger dividend distributions than could reasonably
have been expected a year ago under the most favorable assump
tions. As the banks are choked with government obligations,
artificially low interest rates and huge excess reserves have
brought high-grade bonds to unprecedented levels, and this fact
encourages commitments in stocks. Corporation earnings are
apt to be capitalized at higher and higher coefficients as net profits
mount and as payments at the expense of earned surplus tempt
speculators to borrow and to plunge. The securities markets
may, I fear, be pushed to dizzy heights by these cumulative factors
of overvaluation; and when there are realized changes in tax
laws, reversals in interest rates or severe checks to business recov
ery, the crash in stock prices now in building is apt to prove a
sharp reminder of 1929 and its demoralizing effects upon business
and employment.
“Financing Finance”
A third reason why a healthy state of commerce and industry
in these days presupposes a “safe and sane” market for corpora
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tion securities has been earlier described as the tendency to use
investors’ funds for financing finance rather than for financing
business. These misusages of capital thrive in periods of market
optimism, fatten upon inadequate or misleading corporation
reports and find a ready instrument in those investment trusts and
holding companies, which, we have seen, are the chief institutional
owners of stocks and have often been run in our country rather as
repositories for high-priced issues than sleuths on the search for
undervalued securities.
The Brookings Institution in its study (1935) on “The forma
tion of capital” presents data compiled by Moody’s investors’
service that “reveal the proportion of new financing which went
for new capital construction annually from 1922 to 1933,” that is,
a “comparison of security flotations with productive financing.”
The ratio of the latter to the total fell from 76.3 per cent. in 1922
and 77.5 per cent. in 1923 to 34.7 per cent. in 1929 in a continuous
decline; it rose to 71.3 per cent. in 1931 and fell to 36.8 per cent.
in 1933 as “a direct reflection of the large government flotations
for purposes of deficit financing.”
For the earlier decline in ratios of so-called “productive financ
ing” the huge flotations of investment and holding companies
may be held accountable. Had capital thus placed for the public
gone more into neglected or undervalued situations not suffering
from a glut of working funds; had investor demand been shunted
into pioneering or newly productive fields rather than to a piling
of Ossa upon Pelion in bidding up the prices of already overvalued
stocks, there would have been less use of “other people’s money”
during the late-lamented “new era” to finance finance and more
use to finance the needs of commerce and industry, thereby caus
ing goods to move and people to gain employment.
Bounds of Helpful Speculation
This is not to condemn speculation or to attempt the impossible
in setting it wholly apart from investment. Where speculation is
conceived and carried out as a means of making profits by antici
pating changes in business conditions and in earnings of corpora
tions, i. e., where the purchase and sale of stocks and bonds is
based upon an attempt at sober business judgment, there can be
little doubt that it is economically constructive in that it encour
ages in the long run the capitalization of business in accordance
with its needs for long-term credit. Where, however, speculation
432

Are Present Forms of Financial Statements Satisfactory?
is conducted rather as a means of taking advantage of purely
technical market movements over short periods or snatching
profits from pronounced variations in market prices of securities
due to movements of mass psychology, it would appear that the
function of speculation in its sound economic sense may be over
looked. The extent to which this occurs has much to do with the
adequacy, intelligibility and degree of use of corporation reports.
How Do We Stand Today?

To summarize, then, we find the following:
That stocks are the principal means of financing business
today and will continue to be so in the future;
That they are held to a larger extent by individuals than by
corporate or other institutional investors;
That the number of individual stockholders has been increas
ing rapidly;
That holding companies and investment trusts are the chief
institutional owners of stocks, in contrast with bonds, which are
held mainly by banks and insurance companies;
That the intervention of investment and holding companies
between their individual subscribers and the stocks bought by
these corporations has often inflated rather than steadied market
quotations, diverted capital from productive uses and encouraged
pyramiding to an extent wholly unwarranted by basic earning
power, and
That market quotations for stocks, which are intangible
wealth, dependent upon the outcome of future business transac
tions as these may be predicated upon past performances, promise
extreme instability.
Well, then, here is the situation against which we must measure
the adequacy or inadequacy of financial reports of corporations.
The title of this address poses the question “Are financial reports
in their present form satisfactory? ” The answer is “ No.” Lest
we should fail to recognize the signal advance made in recent
years, and the fine examples set by some of our leading corpora
tions, let us qualify this negative by the Gilbertian hedge “ Hardly
ever!”
In briefly commenting upon a few of the seeming defects, of
omission and of commission, you must regard me as less a critic of
the accounting profession, whose standards are hardly open to
question, than of corporation managements; and as less a critic
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perhaps than one of those dissatisfied and not always practical
idealists whom Pope had in mind in the lines:

“Hope springs eternal in the human breast
Man never is, but always to be, blest.”
Importance of Gross Revenue Figures

We start with that item of information which more than any
other single figure shows the extent of a corporation’s contact
with the public. This is its gross revenue. The importance of
knowing the total volume of receipts from all sources, investment
as well as business, and representing every aspect of the corpora
tion’s activities and interests is at least four-fold. First, it is
only by comparing such figures from time to time, with due al
lowance, of course, for drastic changes in prices charged, that any
satisfactory conception may be formed of the rising or falling
volume of the company’s business. Second, only when gross income
is disclosed may the chief components of that income be revealed,
thus permitting from period to period an analysis of the relative
or changing importance in the picture as a whole of each major
activity and interest. Third, the giving out of net, rather than
gross, figures prevents a proper breaking down of costs—raw
material, fabrication, depreciation, distribution and sales—
against the various sources of total income. Last, without gross
it is impossible to rate the efficiency of the business as a money
making machine engaged in converting the raw material of aggre
gate receipts into the finished product of net profit on all capital,
borrowed and share, employed in the business. Thus technical
considerations in determining a corporation’s real position and
prospects square with the reasonable demand that a business
should render the public an accounting for the use of every dollar
which it takes from the public.
In my studies of “Corporate earnings on share and borrowed
capital in ratios of gross income,”4 an attempt was made to develop
this significant measure of corporate earning capacity over the
entire post-war period (1918-1935). It is to be expected that
ratios of net profit to gross income will vary greatly from one type
of business to another, depending upon such factors as average
rates of turnover, importance of processing as compared with raw
material costs, distribution as compared with production outlays,
* Journal of the American Statistical Association, March, 1934; and September, 1936 (Vol.
31, pages 481-490.)
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labor costs as against material costs, and so on. But as a means
of weighing the purely business efficiency of one concern against
another in the same field, or as a measure of the changing rates of
earning ability from year to year for the same company under
rising or falling volume or prices, these net-profit-to-gross-income
ratios are perhaps more satisfactory than ratios of net earnings on
share capital (where changes in capital structure such as altera
tions in proportions of borrowed and share capital directly affect
such ratios) or than calculations of earnings expressed in percent
ages of capital employed (capitalization being often as much a re
flection of established or prospective earning power as it is of
funds actually at work in the business; and in the confusion of
legal devices with sound financial principles, being often distorted
by write-ups, write-downs, surplus items, par and stated values,
and so on).

Inadequacy of Federal and Corporate Figures

Now in tracing such net-profit-to-gross-income ratios in an at
tempt to see what part of the consumer’s dollar goes to capital and
how worthy of the investor’s confidence different companies and
industries may be, I have run against the reluctance of many com
panies to give out any gross figures. Not even the federal statis
tics of income, that basic source of information on corporation
earnings, gives satisfactory figures of gross from the hundreds of
thousands of companies reporting to the bureau of internal reve
nue. Returns and allowances, instead of always being taken
from gross, are at times accounted for under miscellaneous ex
penses. The concern of the revenue authorities being to obtain
a correct statutory net income, no uniformity in accounting has
been enforced in determining a figure which will be the same under
a variety of ways of handling income and deductions that are
different for companies in the same categories and are altered at
times by the same corporation. Miscellaneous income may in
clude items of net profit or it may not.6
The gross income from federal figures is, therefore, not only a
mixture of gross and net items depending upon variations in ac
counting practice from company to company and even from time
to time for the same companies, but it is anywhere from two to
three years late. In analyzing reports of representative indi* For a technical discussion of the inadequacy of federal figures, see “ Income Forecasting by the
Use of Statistics of Income Data,” by Ebersole, Burr and Peterson, in The Review of Economic
Statistics, November, 1929.
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vidual corporations as a means of checking and forecasting the
complete federal figures we find our choice decidedly limited by
the views of many business executives that disclosure of gross
receipts invites competition or encourages withdrawal of orders
where profits are generous, and that it may injure the business in
public estimation if sales are rapidly declining. While perhaps
more than half of the leading corporations whose shares are ac
tively traded on the New York stock exchange report real gross
income, certainly only a minority of the nation’s corporations do
so. Quite possibly valid objections exist in some cases to publica
tion of real gross, but it must be candidly admitted that the rea
sons usually advanced against this are the very reasons why, in
any sound policy, the figures should be disclosed. It is discour
aging for a security analyst to find some automobile companies
giving gross and some not, while oil and textile enterprises and
businesses in almost every other kind of activity split on this
practice. The time has come, in my opinion, to exact uniformity
in the reporting of gross revenues.
"Straining” the "Quality” of Earnings

It has been pointed out that the chief lines of a company’s
business are obscured and expenses are sketchily handled when
gross is not fully reported, as happens in many profit-and-loss
statements. This means that the "quality” of earnings is not
"strained.” Starting with net income, not an unknown practice,
is like opening the front door to find yourself in the back yard.
When a corporation is highly capitalized, owners of its junior
equity at the very end of the see-saw are agreeably surprised by
the quick increase in "per share earnings” following business im
provement. They shortly come to expect miracles by invoking
the blessed force of "leverage.” When the turn comes a sudden
contact with earth from their dangerous perch in the air destroys
their confidence and turns them against big business and the
stock exchanges.
Companies which offer "per share earnings” worked out to the
last cent are simply taking the public "for a ride” if in gross
income for the period in question non-recurring or precarious items
not frankly disclosed in the report bulk largely, or if expenses are
charged incompletely or in careless and inconsistent ways. The
more complicated the capital structure, the more misleading are
the equity earnings on both the up and the down sides. I have
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read many reports in the blessed “new era,” especially of financial
corporations, whose earnings per share of junior stock were so
inflated by extraordinary items in gross that it seemed the public
was being invited to get vistas from towering heights while the
building rested partly on quicksand.

“Capital Profits”: Impresario of “Leverage”
Let us be specific in these matters. I refer to the quality of
earnings as these trickle through to the public. Perhaps the best
of many illustrations that might be given of the danger of lumping
all gross earnings in an inclusive figure is that of investment com
panies which in their heyday sometimes failed to segregate capital
profits, although in the United States these profits were usually
included in their income. The result was an absurd capitaliza
tion of fantastic earnings in 1928 and 1929. It was not made
clear that over certain periods profits on turnover of investments
were many times interest and dividends received on holdings, and
that, were it not for these evanescent profits, earnings on common
in some companies would have been less than nothing and the
debenture service undermined. In Great Britain it is true that
investment trusts do not show their profits. But it is also true
that such profits are never put into income and this more than any
other circumstance explains why the investment trusts of England
and Scotland neither soared so high nor fell so low.
Despite the influence earlier exerted by the New York stock
exchange in the direction of running realized profits through sur
plus rather than income accounts, managers of investment com
panies are now confronted with a tax law forcing distribution of
these profits which a half century of British experience shows
should be put into reserves to absorb future losses. The United
States government is thus deliberately encouraging unsound
practice and making all the more important a clear-cut distinc
tion, for corporations in all categories, between fortuitous and
stable sources of earnings.
If financial statements cut down through the layers of capitali
zation to show the precise extent of earnings overflow for each type
of bond and stock outstanding, it is more than ever before perti
nent to enquire, first, to what an extent the coverage for debt
service and the amount available per share for dividends would
be reduced, if not completely absorbed, by a drastic drop in some
revenues more spectacular than steady; and, second, by what
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percentage gross receipts from all sources would have to fall to
eliminate earnings on the stock and threaten the interest coverage.

“Times Earned”

as a

Half-Truth

We have all come across specious calculations of “times earned ”
which are so often used for naive comparisons between securities.
Such and such a preferred showed its dividend earned five times,
and another had an earnings margin of only 25 per cent, over re
quirements. How much does this in itself mean as a real test of
strength, if a drop of 10 per cent. in the gross will eliminate all
preferred earnings in the first case but will still leave a margin in
the latter? It is a matter of fifth-grade arithmetic to demon
strate that the sensitiveness of net earnings to changes in gross
varies with remoteness of claim, ratios of debt to equity interest
and the normal rates at which receipts are “covered ” into profits.
Yet where do we find any simple statements of this sort worked
out in reports for security owners and public? Many a corpora
tion executive could profit from this sort of arithmetic test applied
regularly to the circulatory system of his profits.
The point is that earnings per share and calculations of “times
earned ” should not be presented in financial statements for securi
ties of junior rank or for fiscal periods marked by irregular revenue
intake without candid allowance for the effects of “leverage” in
distorting the relations between gross and net and for the part
played by windfalls in swelling the latter. Otherwise “times
earned ” is a trap for the unwary, and exact earnings per share are
an accounting fiction. This is perhaps a counsel of perfection.
It is unlikely that one company would add such interpretations
to its financial statements unless most of its competitors did so.
Nevertheless there is nothing else, in my opinion, which would do
more to bring common sense into the reading of corporation
reports.

The Nature of “Inventory Profits”

Among those forms of income which come under the heading of
windfalls at one time or another, inventory profits stand out. Of
course, this cuts both ways, now to puff up the showing and now
to wipe out what good management may have accumulated over
a considerable period. The importance of inventory does of
course vary greatly from one type of enterprise to another; but
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even in the “years of the locust” not a few companies in mer
chandising, textile manufacturing, tobacco processing and meat
packing show over half of their current assets so employed. How
is inventory broken down? What part is raw materials? How
much is fabricated or only partly wrought? How is inventory
valued? If at cost or market, whichever is lower, when were the
purchases made and how is the market figure computed? Has
inventory been written down by charging against reserves? If
so, against reserves from earnings? The reader is still left largely
in the dark, by many financial statements, as to the true nature
of a company’s earnings. If it is pointed out that the submission
of such facts is too expensive, the natural retort is that managers
themselves must be in possession of this information to steer a
proper course. If advantage to competitors is alleged as an ob
jection, the answer can be made that all companies should be re
quired to disclose some such data as long as they look for capital
to public shareholders who depend upon printed reports to form
their judgments.
Distribution Outlays: The Cinderella of Cost Accounting

Another variable in income which is rarely set forth in an ac
ceptable way is the outlay for marketing activities. Cost ac
counting has made great progress on the manufacturing or pro
duction side but must go far to catch up in the breaking-down and
proper charging of selling and distribution expenditures. The
three or four hundred manufacturers associations in this country
which have recommended to their members standards or forms
for uniform cost accounting have had a gratifying response in
several fields where the minority of their members accepting such
standards represents the bulk of production. It is not astonish
ing, however, that selling costs have come in for much less atten
tion than fabricating costs and that probably less than three-score
important producers have really grappled with them in an intelli
gent way. Perhaps the greatest contribution of accountants in
the next ten years will lie in the scientific study, searching test and
proper statement of distribution costs. Certainly increasing
attention is being given to this important field of costing, which
may show that results obtained for shareholders are not always in
proportion to bally-hoo in advertising.
Unlike some other omissions from most published income
statements, then, the failure to separate marketing from produc
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tion costs and to break down marketing costs into selling and dis
tribution charges often indicates a lack of such data properly
organized. Yet its importance is obvious—to people analyzing
earnings statements with due regard to inventory and other
highly variable factors; to executives concerned with economical
sales performance; to consumers who seek value for their money;
to leading companies in any industry which wish to raise the levels
of competition for the entire group.
There is a vast uncharted field in modern business where the
well-oiled mechanisms of production make countless haphazard
contacts with the agencies of distribution. Sometime perhaps a
fusion will be so far effected that manufacturers will produce to
carefully plotted public need and demand rather than to stock
which must be disposed of regardless of sales expense. In making
possible this transition the accountant may well assume the
dominant role as chief technician to business, while production
efficiency is more or less taken for granted.
Confusion in Depreciation Practice
However, of all expense deductions which befuddle the analyst
and defy a close calculation of comparative earnings from com
pany to companies in the same field and occasionally from year to
year in the same company, allowances for depreciation and obso
lescence are the most puzzling. Some companies do not even sep
arately state their depreciation charges, much less the different
kinds of items against which they apply and the method of fixing
them. Depreciation is too large a field to enter within the limits
of this paper, save to point out the need for greater uniformity and
franker disclosure in financial statements. The influence of the
bureau of internal revenue has been thrown on the side of con
formity of practice among companies in the same industry, with
such variations in rates as the actual experience of different enter
prises warrants. Railroads follow standards set by the interstate
commerce commission. Public utilities, though their accounting
practices and reports are prescribed by state regulatory bodies,
are far from following the same forms. It is doubtless too much
to expect the speedy acceptance throughout industry of uniform
standards in depreciation, but it is at least reasonable to exact
uniformity among public utilities, especially electric light and
power companies. Too much is now at stake in the determina
tion of rate bases, costs of governmental as against private opera
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tion and earnings and tax-paying capacity under the two systems
to allow indefinite continuance of the present confusion.
Something may be said in extenuation of the practice of numer
ous companies which have varied depreciation charges with total
volume of business. But it is inexcusable for far-reaching changes
to be made from one fiscal period to another without such ex
planation in the reports as will permit due allowance in sizing
up the earnings. General Motors, whose financial statements
are in some respects models of clarity, sets a good example in its
1932 report. Having written down unused plant to its salvage
value and taken an equal amount from its reserve for depreciation,
the company announced that, as production was stepped up to
warrant a restoration of any of the cut figure, proper correspond
ing depreciation charges would be made against income.
Unless this business of depreciation is handled with frankness
and a stark sense of realism the surplus account becomes hope
lessly entangled with profit and loss. Much credit should go to
the New York stock exchange for its quiet pressure upon listed
companies to keep distinct the fund and the flow. Heavy write
downs charged to surplus items have been discouraged where the
effect has been unduly to enhance current net earnings. Similar
vigilance will be called for in restoring stated plant values and
proper depreciation charges as business continues its upward
course. It is as much a distortion of earnings to move deprecia
tion charges arbitrarily up and down by hoisting or depressing
plant valuations through surplus entries as it is to hide the actual
cost of borrowing by writing unamortized bond discount and
expense off reserves.

The Way of Procrustes

Figures are good slaves but bad masters. Unless a term is
given a concise and accepted meaning and unless the item so
labelled in surplus and reserve accounts really lives up to this
meaning, better be less elegant and conventional and dub it what
it really is. Whitefield, it is said, could move his audiences to
tears by merely repeating the word “Mesopotamia.” Many of
us have more often been moved to tears (of exasperation) at the
way a surplus account is sometimes used to conceal the facts
which it is intended to reveal. You recall the marauder Procrus
tes, fought by Grecian Theseus, who fitted all strangers to his
iron bed by stretching the short ones and lopping off the long ones.
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The trimming of some items in certain surplus accounts reminds
one more of Procrustes than of the technique of double-entry
bookkeeping.

Entangling

of

“Surplus” with Income

Surely the surplus account is the least satisfactory part of many
financial statements. By some corporations it is used now as a
sink-hole and now as a grab-bag. Many years must elapse in this
country of conflicting state incorporation laws before surplus and
reserve accounts reach any standards of theoretical fitness, but
there are certain near objectives for which we can work. We can
insist that surplus be always broken down between capital and
earned. We can ask for a description of the sources of capital sur
plus. We can ask for an understandable reconciliation of sur
plus to balance-sheet and profit-and-loss. We can oppose stated
values for preferred at less than rights in liquidation, with the
balance appropriated for capital surplus. We can call for state
ments in such form that the source of dividends shall be evident.
We can make known our conviction (if we share it) that stock
dividends should be visibly charged to earned surplus and at not
less than their asset values or a reasonable capitalization of their
earnings. We can look for a clear description of reserves, their
purposes, their origin, and their actual significance with reference
to the assets side of the balance-sheet—that is, Do they represent
a segregation of assets, as is customary with reserves for sinkingfund requirements or to meet contractual obligations, or are they
merely bookkeeping entries, as is true of many reserves? We can
hold out for candid explanation of some of the absurd legal tech
nicalities, especially relative to no-par stock, which make a joke
of provisions against capital impairment. We can expect oper
ating deductions to come out of the same place whence operating
receipts flow. In brief, we can keep up a fight for that kind of
surplus statement which will not interfere with an honest dis
closure of actual operating results.

Current Assets

and

Property Account

This is all closely related to the description of property account
and current assets in the balance-sheet. A minority of financial
statements is satisfactory in this respect. Perhaps the banks
have been as bad as any class of corporations in the niggardliness
of information made public about their investments. But at
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least it can not be said of the banks, as it can be said of some in
dustrial and investment companies, that their funds were invested
in their own securities to the benefit of surplus or the enhance
ment of their income upon profitable resale. The change in re
ports of Allied Chemical and Dye Corporation between 1932 and
1933, it will be recalled, brought out the fact that the most
important item in its holdings of non-governmental securities con
sisted of its own preferred and common stocks, dividends upon
which were nevertheless fully deducted from surplus. How many
situations of this kind still exist, especially among companies not
under the scrutiny of the New York stock exchange?
Progress in the Last Five Years?

Perhaps enough has been said to point out the unsatisfactory
nature, from one or more of many points of view, of the bulk of
corporation financial statements. I now have to submit to you,
in illustration, a check made within the last week of the reporting
practices of the thirty industrial stocks going into the Dow Jones
market index over the six-year period 1930 to 1935 inclusive.
Bear in mind that these are among the nation’s leaders and that
their accounting practices are, or ought to be, like Caesar’s wife,
above suspicion.
The seven questions are as follows:
I. How many of these companies showed gross sales in such a
way that the ratio of “operating net income” to “sales” could
be computed?
The answer is “ Fifteen in the 1935 reports, as against fourteen
in 1930.” This certainly shows a discouraging rate of progress.

II. Is the investment account so itemized as to break down into
principal categories the securities owned?
All distinguish, of course, between marketable securities owned
(current assets) and investments in affiliates, affiliated accounts
and subsidiaries. Only three of the thirty companies gave any
satisfactory breakdown of the latter figure in 1935. Of market
able securities owned that year only four gave a passable idea of
their make-up, as against five in 1931.
HI. Is the property account given in any detail in figures shown
in the balance-sheet?
The answer is “No” in every one of the thirty companies.
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IV. Are selling and distribution costs revealed apart from fabri
cation, raw material costs and other costs?
The answer is “ No ” in every one of the thirty companies unless
in a spirit of generosity we concede some slight illumination in five.
V. Does the surplus account clearly distinguish among capital
surplus, earned surplus and reserves?
The answer is “Yes” for twenty-eight of the thirty companies
in 1935 and for twenty-three in 1930. This is better!

VI. Is reasonably full information given as to how depreciation
is computed and allocated?
The answer is an unqualified “Yes ” in one company throughout
a five-year period; and a conditional “Yes” for three companies
the texts of whose reports give an idea of policies followed, two of
them back to 1930 and one only back to 1934.
Their percentage of annual depreciation charges to cost of plant,
it might be added—for those nineteen companies for which the
figure can be computed from the statements of 1935—vary from
1.9 and 2 per cent. to 14.8 per cent. For the nineteen giving ade
quate data in 1931 the range was from about 2 per cent. (for the
same companies showing the lowest 1935 depreciation rate) to
11.4 per cent. for the company showing the highest rate in 1935.
VII. Is information given concerning
(1) the nature of goods carried in inventory; and
(2) the methods employed in valuation of inventory?
The answer to the first of these two questions is “No” for
twenty-six of the thirty companies throughout a five-year period,
and a qualified “Yes” for three of the remaining four.
The answer to the last question is “Yes” for all but one of the
companies in 1935, and for only twenty-three in 1930. Here
again is progress.
In view of the foregoing I do not hold it unreasonable for the
Twentieth Century Fund to report in its thorough survey of The
Security Markets (1935) that “we have found that, despite some
improvement during the past few years, a majority even of those
companies whose issues are listed on the New York stock exchange
do not disclose enough information to render their balance-sheets
and their income accounts intelligible to the average well-informed
investor.” (Page 601.)
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Are Managements Properly Informed?
Of the seven questions asked a few moments ago, several are also
of great importance to groups other than investors. Failure to
disclose important data in financial statements sometimes sug
gests that even directors and executives are working in the dark.
Gross receipts, of course, are always known. But are investments
being closely followed? Are sales expenses gobbling up too much
operating profit? Is manipulation of surplus giving even the in
siders a false notion of earning power? Are depreciation charges
and standards reasonable as compared with those allowed by
competitors? Are gyrations in inventory values bulking too
large in profit-and-loss for the latter to have any core of stability?
Perhaps management may be excused for not divulging such facts
in detail to competitors, but it can not be excused for not having
its hand continuously upon the pulse of facts so vital in steering a
proper course.
How far data of this sort should be made available in a form
useful to competitors is a problem of business statesmanship.
Doubtless trade associations will continue to expand such services,
with or without the direct encouragement of government. But
of one thing we may be certain: Companies publicly owned must
feel themselves under obligation to make their published reports
intelligible, even though this may conceivably undermine certain
competitive advantages. To this extent the interest of the aver
age investor squares with good general business policy.

Social Importance

of

Accounting

Consumers’ and producers’ cooperation will probably greatly
increase in our country over the next decade. Will these under
takings live peaceably with private enterprise capitalized in the
conventional ways? Or will blind antagonisms fed on false as
sumptions create an unwholesome atmosphere? Whether eco
nomic or political motives come out on top will depend in large
measure upon the availability of information concerning margins
of profit under one system or the other.
Labor, too, will assert its right to some knowledge of the real
condition of the business. The idea of social security has taken
such a hold that employers are now giving some thought to proper
charges upon earnings for human obsolescence, to physiological
“wear and tear.” Once admit that investment of labor and per
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sonality in an enterprise is entitled to some of the consideration
hitherto exclusively accorded investment of capital and the im
portance of financial statements to the personnel needs no further
arguing.
Governmental authorities exert conflicting influences upon
standards of corporation reporting, depending upon the authority
and its functions. Charter-bartering states have spread chaos in
their competition for incorporation fees and have given sanction
to some legal monstrosities in accounting. The bureau of internal
revenue is concerned only with tax-paying capacity of corpora
tions, and statutory definitions often obscure accounting realities.
Various regulatory bodies, such as the federal reserve board, the
interstate commerce commission, the public-utility commissions
of the states, the federal trade commission and, above all, the
securities and exchange commission are working single-mindedly
toward greater clarity.
The several motives of different public authorities epitomize
the several points of view from which financial accounting may be
approached. There is the purely acquisitive, which would frame
statements to magnify profits, minimize losses and obscure oper
ating methods, taking every advantage of legal technicalities
often enough adopted by lawmakers to attract incorporation fees.
There is the wholly technical interest in sound reporting for the
benefit of investors, consumers and public. This is the profes
sional accountant’s sphere. There is the viewpoint of social ac
counting that broadens business costs to include some money
equivalent for human wear and tear which increasing federal
taxes for social security are bringing home to business men.
All this may seem to imply the need of future published financial
statements so complicated as to be meaningless for the average
investor. I think not, however. A little thought will show that
much simplification may be effected in many unimportant items
concurrently with a greater emphasis upon the things that count.
A vast improvement in the usefulness of many reports would
follow from non-technical definitions of terms such as, for instance,
Canada Dry Ginger Ale, Consolidated Gas, Electric Light and
Power Company of Baltimore and the Corn Exchange Bank
Trust Company of New York give to the public.
The American Institute of Accountants has done much in col
laboration with the New York stock exchange to bring realism
into accounting. Perhaps the next great service will be to bring
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realism into textual reports. There is quite a difference between
medical charts and a general health report, though the latter be
based upon the former. If auditors were answerable directly to
stockholders, as they are in England and Germany, it might be
less probable that consolidated statements would go unaccom
panied by comments upon the actual availability of earnings to
the parent company. It would be easier to put professional
responsibility behind press releases. And it might prove feasible
to give out, in addition to the comprehensive report, an abbrevi
ated form with textual interpretation which would “hit off the
high spots” without involving the ordinary reader in a confusing
mass of details.
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Clerical and Accounting Waste in Industry
By Frederick G. Laramee
In these days of public works projects that are seemingly cal
culated to encourage every form of economic waste, it may per
haps be considered anachronistic, if not actually anti-social, to
remind the profession of the inestimable service that can be ren
dered to industry by the elimination of clerical and accounting
waste.
I venture to say that at least 20 per cent. of the expense in
curred in this nonproductive but essential element of industry is as
completely wasted in unnecessary duplications of effort, inap
propriate or antiquated methods of procedure and improper forms
of organization as though it were incurred in any one of the
numerous occupations that have now come to be known as
boondoggling. This statement may seem incredible to the
accountant of limited experience, but to one who is familiar with
the inner workings of industrial organizations which, like Topsy,
just grew, or, worse yet, were, as the result of a merger, just
thrown together, will doubtless consider my estimate conservative.
I recall particularly a certain nationally known manufacturer of
electrical and mechanical devices whose half dozen more or less
related products yielded him, over a period of years, a very
moderate profit. Although these products passed through es
sentially the same manufacturing processes, his organization was
segregated into six self-contained departments that functioned
within a few city blocks of each other. These departments were,
in fact, so self-contained that had they each been provided with
a board of directors, a set of officers and a charter they could have
functioned as separately as though they had been in different
parts of the world. In short, each department had not only its
own peculiar methods of operation, but also its own manager and
superintendent and its own sales, engineering, drafting, produc
tion and manufacturing organizations. Also, the operating
accounts of the company were so segregated as to reflect, as
nearly as possible, the detailed operating results of each depart
ment. Some of the departments “sold” their products to the
other departments at a “profit,” and the company paid a bonus
to at least one department manager on these so-called profits.
The cost system, as it was designated, had come down from an
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earlier generation. It did not provide for the costing either of
individual operations or of specific manufacturing orders, but
undertook, merely for estimating purposes, to maintain the cur
rent purchase price of certain basic commodities. Monthly de
partmental profits or losses had been determined at some previ
ous time by the application of a percentage to the departmental
sales. For example, if it had been found from the annual profitand-loss statement that a department’s cost of sales for the previ
ous year had been 63 per cent. of its sales, that percentage,
modified by “judgment,” was used in calculating the depart
ment’s monthly gross profits or losses during the following year.
This method of determining the monthly profits or losses had
proved so misleading and had been so ridiculed by the various
department managers that, as indicated above, it had previously
been abandoned.
As a result of the confusion, friction and economic waste that
this accounting scheme and the elaborate organization had cre
ated, a firm of public accountants and engineers was engaged to
make a careful survey of the company’s operations and to submit
a report and recommendations on their findings. It would, of
course, be too stupendous a task to present here even an outline
of that survey and of the consequent recommendations. I shall,
therefore, present only the results of the recommendations—
results which, though attained, in many cases, long after the
accountants and engineers had terminated their engagement,
yet may logically be attributed to them.
First, the organization was simplified, which means that the
six departments, with their managers, superintendents and re
spective staffs of engineers, draftsmen, production managers, etc.,
were replaced by one manager, one superintendent, one chief
engineer, one chief draftsman, one production manager, etc.,
and the various technical and clerical duties that had been per
formed under the former executives were absorbed by the new
organization, the superfluous personnel, including executives,
technicians and clerks, being retained, so far as possible, in sub
ordinate positions.
Then the inventories of the various departments were combined,
the accounting classifications were revised, a real cost system was
installed, classified sales and cost-of-sales statements were ob
tained mechanically, and accurate monthly profit-and-loss state
ments were made available.
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It is hardly necessary to add that, as a result of these revolu
tionary changes, the company’s profits, even with the same vol
ume of sales, increased enormously.
Let me present another illustration.
Some years ago a large and well-known bakery in an eastern
city did an extensive business exclusively in cookies and cakes,
but it had no means of determining the individual costs of its
numerous varieties of product. In fact, in spite of both the cleri
cal and managerial effort that had been expended in making cost
estimates, test runs and occasional cost verifications there had
been many discrepancies between the anticipated and the realized
profits and not a few disputes between the president and the
superintendent of the company as to the margin of profit that
certain products ought to yield.
In consequence of these discrepancies and disputes, the account
ing and engineering firm on whose staff I was employed was en
gaged to make a cost installation. Despite the superintendent’s
ill-concealed opposition, which was of the most officious kind, a
simple method of costing by varieties of goods was soon installed;
and, much to the discomfiture of the superintendent, its revela
tions only confirmed the president’s worst fears. It showed, for
example, that the cost of soda biscuits, a highly competitive
staple, exceeded the price at which they could be sold; and this
disclosure, according to the president, was entirely logical, because
the company’s baking ovens were not especially designed to
handle this particular product. After the accountant’s figures
had been carefully verified, the production of soda biscuits was
discontinued. For competitive reasons, however, this item
could not be dropped from the sales list, so it was purchased for
resale from a less informed competitor.
The cost system also revealed that the margin of profit on
certain other varieties of goods was so small that many formulas
had to be changed, a number of selling prices had to be increased
and a few of the less popular lines had to be discontinued.
Two or three years later, the accountant who had installed this
cost system was, by special request, assigned the task of modern
izing the same client’s clerical and general accounting methods,
a modernization that had become necessary, by the way, to keep
pace with the client’s increased volume of business. Upon the
accountant’s arrival at the bakery, the president greeted him
with these words: “Young man, I want you to know that we have
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gotten back many times over the money we paid your company
for the installation of that cost system.”
But lest it be assumed from this bit of praise that a constructive
accountant’s life is one round of pleasant assignments, I hasten to
add that he not infrequently is assigned the task of revamping
the accounting and clerical systems of a company in which the
resentment to his presence by a faction of the management is so
great that, regardless of his ability or the need of his services, he
is lucky, indeed, if his efforts are not doomed to failure from the
start.
I have in mind an assignment that vividly illustrates the point.
An accountant was assigned to a certain organization at the
instance of an influential director who was doubtful of the effi
ciency with which the organization was managed and suspicious
of the contents of its financial reports. In spite of the account
ant’s conciliatory attitude he soon found himself in complete
disagreement with the management. Practically every recom
mendation that he made was either ignored or openly approved
and secretly thwarted. Nevertheless, with the cooperation of
certain employees who welcomed the advent of new ideas, he
finally succeeded in introducing a modern accounting classifica
tion, centralized accounting and up-to-date methods of billing,
stores-keeping and costing. He was also able to improve the
accuracy of the financial reports. The savings which resulted
from this assignment, although, of course, never appreciated by
the recalcitrant client, made possible the handling of a 35 per cent.
increase in business with no addition to the clerical and accounting
force.
Although I hesitate to burden my readers with the intimate
details of a constructive accountant’s work, I nevertheless can
not refrain from mentioning a few examples of the many little
ways in which substantial savings in clerical and accounting ex
pense have been effected.
The posting machine operators in a certain bookkeeping de
partment had been posting invoice numbers for reference pur
poses for many years. Their routine, briefly, was as follows:
1. Rearrange in alphabetical order the invoices received
from the billing department in numerical order.
2. Post the date, serial number, and amount of each invoice.
3. Rearrange the posted invoices numerically and file in that
order.
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When the accountant asked the head operator why she thought
it necessary to post a reference number and then to rearrange
thousands of invoices in numerical order before filing each month,
and why, in fact, it was not just as satisfactory and much easier
to omit the reference number, to use the date for reference pur
poses, and then to file the invoices alphabetically, he was met
with a look that could have been intended only to remind him of
the inferior intelligence of the male. Nevertheless, he clung
tenaciously to his point, even though he found it necessary in the
end to obtain from the local representative of the posting machine
in service a signed statement to the effect that the use of a refer
ence number in the case in question was totally unnecessary.
And as the months passed without encountering the predicted
confusion, this statement proved to be true.
But, as old superstitions linger, so also do antiquated accounting
and clerical methods persist long after more efficient ones have
been devised and given the stamp of approval. Consequently,
the accountant was not at all surprised to find the same penchant
for reference numbers in the stores-keeping department. There,
day after day, week after week, month after month, and year
after year for well nigh thirty years, the clerks had posted such
reference numbers as B17*7Y604C-2 in recording the disburse
ment of items that cost as little as 15 cents a hundred. Nor
would they discontinue this useless practice willingly and without
a mental struggle. It had become a rite, so to speak, that even
ridicule could not stop.
Then, in the cost department the accountant found that the
material, labor, burden and total cost of each manufactured part,
regardless of how insignificant that part might be, was not only
recorded separately, but was separately extended when carried
into the cost of the assembled product. For example, he found
the cost of a 13-cent manufactured part recorded as material, 3
cents; labor, 5 cents; burden, 5 cents; total, 13 cents; so that when
75 of these parts were drawn from stock to be assembled into a
finished article, a clerk was obliged to multiply each of these four
cost figures by 75 instead of multiplying only the total figure by
that number, as he would do if the part had been purchased.
The object of this clerical effort was to maintain, for no practical
purpose, a complete segregation of material, labor and burden
costs throughout a specification covering a product whose total
cost might run as high as $5,000. Although this method of costing
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obviously multiplied the clerical work of the cost department by
three and proved so burdensome that the department had prac
tically ceased to function, it was discontinued with many mis
givings on the part of the management.
I might mention, as a minor instance of waste elimination,
the case of the accountant who saved another large organization
$600 a year merely by reducing the size of its three-part material
requisition, the idea having been suggested to him by the reduc
tion in the size of the federal currency. I might also mention
that the centralization of the same organization’s billing at the
home office resulted in the elimination of fourteen billing machines
and in greatly improved service to its customers.
Clerical and accounting waste is so common that it escapes the
notice even of those whose sole duty it is to combat it. In fact,
it seems to mock those most who deny acquaintance with it.
But herein lies the opportunity of the certified accountant.
Having, admittedly, a thorough knowledge of his profession,
which presupposes the ability to visualize every clerical detail
that affects a balance-sheet, he needs only, in entering this field,
to cultivate his powers of observation, to strive always, in spite of
preconceptions, to maintain an open mind, to acquire a felicity of
expression that will enable him to present his ideas intelligently
and to develop sufficient firmness to overcome the opposition that
he is sure to meet. With these qualifications, he, more than
any one else, is ideally fitted to attack this ever-present problem.
Let him, therefore, miss no opportunity to do so. It will be no
easy task, but it will be sure to bring to him the reward that
invariably comes to those who render an invaluable service.
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Spreading the Peak
By D. A. Sargent

One of the most serious problems confronting the public
accounting profession revolves around the annual peak of
auditing and tax engagements which must be completed between
January 1st and March 15th of each year. This problem in
volves the rendering of an adequate and satisfactory service within
this limited period, yet requires the maintenance during the
entire year of an experienced staff of “in charge” accountants,
familiar with the policies and procedures of the particular account
ing organization.
The need for the expansion of this limited period is being met
by the American Institute of Accountants in publicizing the
natural fiscal year closing, although it will undoubtedly require
another generation to achieve its complete acceptance by business
men. In this article I propose briefly to outline methods put into
effect in our own practice which have enabled us to add from
thirty to forty-five extra working days to our 75-day peak period.
These methods have made possible—
1. Reduction of overtime for entire staff—both accountants
and stenographers.
2. Improved service to the client, through considering his
work over a longer period.
3. Increased accuracy of reports by eliminating errors in
copying.
4. Improved terminology and composition of reports.
5. Elimination of much long-hand writing and checking.
These methods, as will be readily seen, involve the performing
of related work for as many clients as possible in sequence.
Most of them have been in successful operation in our office for a
period of approximately ten years, with some recent improve
ments which we believe will further increase their effectiveness
for the coming year.
Briefly, our system consists of an advance-work program in
volving the use of “dummies” (extra copies of all schedules, as
well as comparisons used in the report letter), which we use in the
preparation of our working papers for the following year, together
with standardization of many of our work sheets. This may im
mediately bring to mind the question of whether such procedure
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would lead to the disregard of pertinent variations in different
engagements. Paradoxically, the opposite result is achieved.
Because the mind is released during this preparatory period from
the impelling necessity of getting reports out on time, we are ena
bled to give deliberate, mature consideration to client’s particular
problems, such as system and procedure improvements.
Our preliminary preparation for our 1937 peak season occurred
at the time of typing and checking the 1935 annual report. We
make “dummy” copies of all report schedules and all compara
tive data included in report letters. These copies are made on
thin paper and are placed in one file folder.
After the completion of the calendar-year audits and bringing
the monthly and periodical work up to date, all spare or other
wise idle time of auditors and stenographers is occupied with the
preparation of our work sheets, letters, folders, etc., for the sub
sequent annual or periodical reports, which means that about
May 1st we start active preparation for the following year’s work.
Our first step is to determine that we have a card for each
client which, the reader will note by reference to illustrations 1
and 2, records the progress step by step of the preparatory work,
compilation of the report, and its submission. Space is provided
opposite each requirement for initialing by the accountant or the
stenographer; thus the general supervisor has a visible record of
the stage of the preparatory work for any client at any particular
time.
The first preparatory work has usually consisted of assigning
an accountant who is thoroughly conversant with depreciation
problems to the preliminary preparation of all depreciation sched
ules for future reports. In contemplation of such work, it has
been our practice upon depreciation schedules to allow an extra
space or more below the last year’s additions to each class of
fixed assets. Our standard depreciation schedules have the
following headings:
Year of
addition

Description Remaining Remaining
1935
Remaining
depreciation value
of asset
value
life
years
(12/31/35)
(with probable (12/31/34)
future life)

In the typing of the 1935 schedules, we have allowed blank
spaces following the 1935 additions. On the 1936 work sheet,
the accountant prepares a heading starting with “remaining value
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December 31, 1935,” followed by “remaining life years, 1936,”
“depreciation” and “remaining value December 31, 1936.” He
cuts out all portions of the dummy copy of the depreciation sched
ule which can be affixed to the new work sheet. On the usual
engagement, the entire heading can be affixed, with the exception
of the change of date. Then under each classification of assets he
cuts out the description of the asset and year of addition for
affixing at one operation. He then takes the column which was
headed “remaining value 12/31/1935,” with its typed figures,
and affixes it in the starting column of his new schedule. The
1935 depreciation column becomes 1936, by means of incidental
changes where assets become fully depreciated (or practically so)
and changing former year additions, where only a part-year rate
was used. He then completes the depreciation schedule for
1936 upon all assets purchased and placed in use prior to January
1, 1936, computing 1935 depreciation, remaining value 12/31/36,
totaling and reconciling the pertinent columns, i.e. remain
ing value 12/31/35, minus 1936, equals remaining value
12/31/36.
These schedules are subsequently checked for accuracy by a
second party prior to being filed in the respective clients’ folders.
In this way, when the report is completed, ready for typing, all
we are required to check are the current year additions or calcu
lations, a matter of a few minutes instead of a half hour to several
hours.
In passing, may I remark that we use a rubber cement for
affixing the typed portions of the former year’s schedules to the
new work sheets, and it probably is well also to note that in all
cases where dummy typed schedules are so used, we employ type
writer spaced work sheets which we have had ruled to our order.
At about the time the first accountant is assigned to the
preparation of the depreciation schedules, a stenographer is as
signed to the preparation of standard work sheets. These work
sheets are largely the customary work sheets used for reconcilia
tion of petty cash, bank balances, accounts receivable and accounts
payable, etc., with special work sheets which we use for additions
to fixed assets, analysis of important repair items, etc. It should
also be pointed out that wherever we have more than two clients
in a particular kind of activity, we endeavor to standardize ac
counting terminology, classification of accounts, work sheets,
etc., so far as possible, although we do not make a fetish of this.
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In many cases, we are therefore enabled through the use of carbons
to make a quantity of work sheets at one running.
The accountants in their spare time are then assigned to
completing the skeleton preparation of work sheets to the great
est extent possible upon each engagement. A comparative
balance-sheet is customary upon practically all of our audit re
ports. The accountant takes the dummy copy of last year’s
comparative balance-sheet, changes the heading date, cuts out
all typed figures, and pastes the remaining portion on a new
work sheet. He then cuts out the closing figures for the prior
year and affixes that strip to his work sheet, leaving suitable
space for the closing figures of the current year. The operating
statements, if comparative, are treated in the same general
manner, as are all other supporting schedules of the audit report
and comparative inserts for the report letter itself. It can be
readily seen from the foregoing that in practically all instances we
have accomplished three great savings in time: The accountant
has not had to write out the complete heading and the name of
the accounts in long hand; he has not had to fill in the prior year
figures; and we have avoided having to check prior year figures
inserted on current work sheets, since they are always carefully
checked after typing before releasing the report to the client.
The accountant then begins the preparation of the various
audit work sheets. He usually starts by preparing a skeleton
working trial balance, filling in all headings and account names
from the former year’s trial balance. We make a practice of
allowing extra spaces at regular intervals to permit the insertion
of new account titles wherever necessary.
A work sheet folder is prepared for each client for the next
expected engagement. The customary standard work sheets are
sorted, and the accountant then inserts all prior year balances
or other pertinent amounts on the various audit work sheets and
analysis sheets so that when the field audit is started, so far as
possible from our present files, it will only be necessary for the
accountants in the field to write in the amounts and make their
particular comments pertaining to their current review.
During the time the accountants are preparing the work sheets,
the stenographic department addresses all bank verification and
other confirmation letters, filling in the dates of verification and
all other items in the verification letter possible of completion.
The envelopes are stamped, addressed and placed in the work
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sheet folder. The stenographers then prepare all the report
folders and mailing envelopes.
The supervising accountant prepares audit procedure instruc
tions wherever possible, prior to the assignment for field audit.
In the great majority of cases, we use a standard mimeographed
procedure comprising 5 legal sized sheets, upon which the super
vising accountant indicates each audit procedure step that should
be performed by the field auditor, with any special instructions
respecting the type of report to be prepared and any procedure
supplemental to or deviating from the standard procedure.
The foregoing preliminary work is usually completed some time
between October 1st and November 1st, following which ac
countants are assigned to the making of preliminary field audits.
In this preliminary auditing, the auditor gives consideration to
each client’s special problems without the pressure of restricted
time limits, and having become conversant with them at that
time, he has a greater conception of their business problems, in
ternal checks and the system in use. At this time, all detail or
test auditing of cash receipts, disbursements, invoices, journal
entries, etc. is performed as indicated for the first ten months of
the year upon this particular engagement. He further makes an
analysis of all fixed-asset accounts, reviewing the major additions
and the major items in the repair accounts, etc. He also deter
mines whether or not there has been any major change in the
account classifications which would necessitate a revision of work
sheets. Therefore, at the time of subsequent audit it is only
necessary to inquire about recent changes.
As a result of our prior preparation of pertinent work sheets
and our prior brief field investigations, we have a start on each
engagement of any size of from 10 per cent. to 50 per cent. of the
full amount of time required on the particular assignment. It is
true that in some cases we have a little loss of traveling time, and
some additional traveling expense, but the improved service to
clients well warrants this additional expense, and enables us to
accomplish at least thirty days’ extra work in our stenographic
department, and probably close to 45 days of our accountants’
time during the two and one-half months when our time and
services are of the utmost value.
It is readily apparent that by setting aside a regular period
each year for preparation of work sheets and consideration of their
composition and terminology, constant improvements in the
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scope and text of reports are inevitable. We have simply capital
ized otherwise idle time of our staff, recognizing this as an oppor
tunity to render improved service at no increase in fees.
Illustration 1 (Front of card)
Name.................................................................
Type of service
Address...........................................................................................................
Attention..........................................................
Dates of audit or service
Bank letters

L/C letters.............................................
Procedure letters Reg.......... Sp....
Report: Copies.......... H.......... Th
B/S..................... O/S.....................
Blue folders: ExH 11"...........................
H-11.... Th-11.... H13.... tl3
Mailing envelope:
BorG.... M.... CC..................
Wh....................................................

Illustration 2 (Back of card)
Dates of audit or service
Last report dated.............................
W/S done—Deprec. schedule.........
Dummy schedules....
Standard set................
Completed...................
Folder...........................
Procedure sheet..........
Field work—Assigned to.................
Completed and report
Tax returns required:
Federal—
Corp........ Part........ Indiv.
C/S.......... Inv.......... S. Sec.
State—
Corp........ Part........ Ind...
Inf..... S. Sec....................
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H. P. Baumann, Editor

This department has been requested to solve the following problem which
was submitted by F. C. Schneider of Louisville, Kentucky.

Tax Problem
Question:
1. John P. Evans Company, a Kentucky corporation, operates a store at
Uniontown, Kentucky, dealing in general merchandise.
2. The corporation is subject to all state laws of the commonwealth of
Kentucky as well as all United States federal laws affecting a corpora
tion.
3. State of Kentucky has an income-tax law, under which there is levied a
4 per cent. income tax on the net profits of this corporation.
4. For the calendar year 1936 the corporation had a net profit of $21,364.12,
which includes an item of $500 for dividends received from other
corporations. Fifteen per cent. of the dividend item of $500 received
is subject to federal normal tax and federal excess-profits tax under the
1936 federal revenue act.
5. The corporation has capital stock issued and outstanding of $30,000, of
which it declared and paid in cash during the year 1936 a 5 per cent.
dividend on the stock outstanding.
6. In calculating Kentucky state income tax no deductions are to be made
from net income of $21,364.12 for dividends received or dividends
paid.
7. The corporation filed its federal capital-stock tax return as of June 30,
1936, and showed thereon a declared value of its capital stock of
$60,000.
8. Kentucky state income tax is to be deducted from net income before
calculating any of the federal income tax.
9. All federal taxes are to be deducted from net income before calculating
any Kentucky state income tax.
10. In calculating the federal taxes the rates for all classifications as shown in
the revenue act of 1936, approved June 22, 1936, 9:00 P.M. eastern
standard time, are to be used.
11. Based on the facts as stated above the following information is desired.
(a) What is the correct amount of federal income tax the corporation
owes for taxable calendar year 1936 consisting of normal tax,
surtax and excess-profits tax?
(b) What is the correct amount of Kentucky state income tax the cor
poration owes for the taxable calendar year 1936?
Note.—The corporation files both its federal and state income-tax returns
on calendar-year basis.
Solution:
For convenience, the sections of the revenue act of 1936 applicable to the
problem are shown below:
“Section 13. Normal tax on corporations.
Upon normal-tax net incomes not in excess of $2,000, 8 per centum.
$160 upon normal-tax net incomes of $2,000; and upon normal-tax net
incomes in excess of $2,000 and not in excess of $15,000,11 per centum in
addition of such excess.
$1,590 upon normal-tax net incomes of $15,000; and upon normal-tax net
incomes in excess of $15,000 and not in excess of $40,000,13 per centum
in addition of such excess.
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$4,840 upon normal-tax net incomes of $40,000; and upon normal-tax
net incomes in excess of $40,000, 15 per centum in addition to such
excess.
Section 14. Surtax on undistributed profits.
(a) Definitions.—As used in this title—
(1) The term “adjusted net income” means the net income minus
the sum of . . .
(a) The normal tax imposed by section 13.
(2) The term “undistributed net income” means the adjusted net
income minus the sum of the dividends-paid credit provided
in section 27 . . .
(b) Imposition of tax.—There shall be levied, collected and paid for each
taxable year upon the net income of every corporation a surtax
equal to the sum of the following, subject to the application of the
specific credit as provided in subsection (c):
7 per centum of the portion of the undistributed net income which is
not in excess of 10 per centum of the adjusted net income.
12 per centum of the portion of the undistributed net income which is
in excess of 10 per centum and not in excess of 20 per centum of the
adjusted net income.
17 per centum of the portion of the undistributed net income which is
in excess of 20 per centum and not in excess of 40 per centum of the
adjusted net income.
22 per centum of the portion of the undistributed net income which is
in excess of 40 per centum and not in excess of 60 per centum of the
adjusted net income.
27 per centum of the portion of the undistributed net income which is
in excess of 60 per centum of the adjusted net income.
(c) Adjusted net income less than $50,000.—
(1) Specific credit.—If the adjusted net income is less than $50,000,
there shall be allowed a specific credit equal to the portion of
the undistributed net income which is in excess of 10 per
centum of the adjusted net income and not in excess of $5,000,
such credit to be applied as provided in paragraph (2).
(2) Application of specific credit.—If the corporation is entitled to
a specific credit, the tax shall be equal to the sum of the
following:
(a) A tax computed under subsection (b) upon the amount of
the undistributed net income reduced by the amount of
the specific credit, plus
(b) 7 per centum of the amount of the specific credit.

Section 23. Deductions from gross income.
(c) Taxes generally.—Taxes paid or accrued within the taxable year,
except—
(1) Federal income, war-profits and excess-profits taxes (other than
the excess-profits tax imposed by section 106 of the revenue act
of 1935:)
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Section 26. Credits of corporations.
(b) Dividends received.—85 per centum of the amount received as divi
dends from a domestic corporation which is subject to taxation
under this title. . . .
Section 402. Excess-profits tax.
(a) Section 106 (b) of the revenue act of 1935 is amended by striking out
“except that there shall be deducted the amount of income tax
imposed for such year by section 13 of the revenue act of 1934, as
amended” and inserting in lieu thereof “computed without the
deduction of the tax imposed by this section, but with a credit
against net income equal to the credit for dividends received pro
vided in section 26 (b) of the revenue act of 1936.”
The rates of excess-profits tax prescribed by the 1935 act, (which are ap
plicable to this problem) are:
Six per centum of that portion of the excess-profits tax net income which is
in excess of 10 per centum but not in excess of 15 per centum of the declared
value of the capital stock.
Twelve per centum of that portion of the excess-profits tax net income which
is in excess of 15 per centum of the declared value of the capital stock.
No provision is made in this solution for accrued capital taxes deductible in
the current year, because all pertinent information relative to the computation
of this tax is not available in the problem.
The bases for the various taxes and the sections of the revenue act applicable
thereto are as follows:

Kentucky state income tax:
Section 9 of the problem which states “all federal taxes are to be deducted
from net income before calculating any Kentucky state income tax.”
This may be expressed as follows:
4% (net income minus normal tax, excess-profits tax and surtax on
undistributed profits), or
(1) K = .04 ($21,364.12 - N - E - S)

Normal tax:
This may be expressed as follows:
Various percentages of [net income minus 85 % of the dividends received
(Sec. 26 b), Kentucky state income tax (Sec. 23 c), and excess-profits
tax (Sec. 23 c—1)].
The various percentages are:
8% of $ 2,000
11% of $13,000
13% of remainder.
Expressed algebraically:
(2) N = .08 ($2,000) + .11 ($13,000) + .13 [$21,364.12 - $15,000.00 .85 ($500) — K — E]
Excess-profits tax:
This may be expressed as follows:
Various percentages (after credit) of net income minus 85% of the
dividends received (Sec. 402 a) and Kentucky state income tax.
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The various percentages are:
As the declared value of the capital stock was $60,000 there is no tax
payable on 10% ($6,000) of such declared value.
Net income which is in excess of 10% but not in excess of 15% of the
declared value, or $3,000, is subject to a tax of 6%, and that in
excess of 15% is subject to a 12% rate.
Expressed algebraically:
(3) E = .06 ($3,000) + .12 [$21,364.12 - $3,000 - $6,000 - .85 ($500)
-K]
Surtax on undistributed profits:
This may be expressed as follows:
Various percentages (net income minus Kentucky state income tax,
excess-profits tax (Sec. 23 c 1), normal tax (Sec. 14 a 1 A), specific
credit (Sec. 14 c—1) and dividends paid (Sec. 14 a—2).
Expressed algebraically:
(4) S = .07 [.10 ($21,364.12- K - N - E)] +
.12 [.10 ($21,364.12- K - N - E)] +
.17 [.20 ($21,364.12— K — N — E)] +
.22 [.20 ($21,364.12- K - N - E)] +
.27 ($21,364.12 - K - N - E) .60 ($21,364.12 - K - N - E) - $1,500 - [$5,000 .10 ($21,364.12 - K - N - E)] + .07 [$5,000 - .10
($21,364.12 - K - N - E)].
Multiplying and grouping:
(1) K = $854.56 - .04 N - .04 E - .04 5
(2) N = $160 + $1,430 + . 13 ($21,364.12 - $425 - K - E - $15,000)
= - .13 K - .13 E + $2,362.09.
(3) E = $180 + .12 ($11,939.12 - K)
= $1,612.69 - .12 K
(4) S = (.19 X .10 + .39 X .20) ($21,364.12 - K - N - E) +
.27 [.50 ($21,364.12 - K - N - E) - $6,500] + $350 .007 ($21,364.12 - K - N - E)
= .097 ($21,364.12 - K - N - E) + .135 ($21,364.12 K - N - E) - $1,755 + $350 - .007 ($21,364.12 K - N - E)
= .225 ($21,364.12 - K - N - E) - $1,405
= $3,401.93 - .225 K - .225 N - .225 E
Transposing:
(1) $ 854.56=
K + .04 N + .04 E + .04 S
(2) $2,362.09= .13 K +
N + .13 E
(3) $1,612.69 = .12 K
+
E
(4) $3,401.93= .225 K + .225 N + .225 E + S
(5) (4) X .04
$136.08 = .009 K + .009 N + .009E + .04 5
(1)
854.56 =
K + .040 N + .040 E + .04 S
(6) (1) minus(5) $718.48 = .991 K + .031 N + .031 E
(7) (2) X .031
73.22 = .00403 K + .031 N + .00403 E

(8) (6) minus (7) $645.26 = .98697 K
+ .02697 E
(9) (3) X .02697 43.49 = .003236 K+ .02697 E
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(10) (8) minus (9) $601.77 = .983734 K, or
(11)
K = $611.72

Transposing and substituting the value of K in (3):
(3)
E = $1,612.69 - .12 ($611.72), or
E = $1,539.28
Transposing and substituting the values of K and E in (2):
(2)
N = $2,362.09 - .13 ($611.72) - .13 ($1,539.28, or
$2,362.09 - $79.52 - $200.11, or
N = $2,082.46
Transposing and substituting the values of K, E, and N in (4):
(4) S = $3,401.93 - .225 ($611.72) - .225 ($2,082.46) .225 ($1,539.28), or
5 = $3,401.93 - .225 ($4,233.46), or
S = $3,401.93 - $952.53, or
S = $2,449.40

Proof
Kentucky state income tax:
Net income...................................................................................
$21,364.12
Deduct federal taxes:
Normal tax.........................................................
$2,082.46
Excess-profits tax..................................................
1,539.28
Surtax......................................................................
2,449.40
6,071.14

Net income subject to Kentucky state income tax...................

$15,292.98

Kentucky state income tax—4% of $15,292.98.........................

$

611.72

Federal normal tax:
Net income...................................................................................
$21,364.12
Deduct:
Dividend credit—85% of $500...........................
$ 425.00
Kentucky state income tax.................................
611.72
Excess-profits tax..................................................
1,539.28
2,576.00
Net income subject to normal tax................................................

$18,788.12

Portion of $18,788.12 subject to 8% rate...................................
Portion of $18,788.12 subject to 11% rate.................................
Portion of $18,788.12 subject to 13% rate.................................

$ 2,000.00
13,000.00
3,788.12

Total..............................................................................................

$18,788.12

Computation of normal tax:
8%of$ 2,000.00.......................................................................
11% of $13,000.00.......................................................................
13% of $ 3,788.12.......................................................................

Total..........................................................................................
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Excess-profits tax:
Net income...................................................................................
$21,364.12
Deduct:
Dividend credit—85% of $500.......................
$ 425.00
Kentucky state income tax.................................
611.72
1,036.72

Net income for excess-profits tax purposes.................................

$20,327.40

Portion not taxable—10% of $60,000..........................................
Portion taxable at 6%—5% of $60,000 .......................................
Portion taxable at 12%—$20,327.40 less $9,000.......................

$ 6,000.00
3,000.00
11,327.40

Total..........................................................................................

$20,327.40

Computation of excess-profits tax:
6% of $ 3,000.00................................................................. $
12% of $11,327.40.......................................................................

Total..........................................................................................

180.00
1,359.28

$ 1,539.28

Surtax on undistributed profits:
Net income...................................................................................
$21,364.12
Deduct:
Kentucky state income tax.............................
$ 611.72
Excess-profits tax..................................................
1,539.28
Normal tax.............................................................
2,082.46
4,233.46
Adjusted net income.......................................................................
Deduct dividends-paid credit........................................................

$17,130.66
1,500.00

Undistributed net income...............................................................

$15,630.66

Computation for specific credit:
Undistributed net income, or $5,000, whichever is less...........
Deduct—10% of adjusted net income.....................................

$ 5,000.00
1,713.07

Specific credit...............................................................................

$ 3,286.93

Amounts of undistributed net income subject to specified rates:
7% on first 10% of adjusted net income.. $1,713.07
12% on next 10% of adjusted net income........
1,713.07
3,426.13
17% on next 20% of adjusted net income........
3,426.13
22% on next 20% of adjusted net income........
27% on excess of undistributed net income re
duced by specific credit ($3,286.93) over
2,065.33
60% of adjusted net income.....
3,286.93
7% of specific credit...........................................

Total...................................................................... ...................
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Computation of surtax on undistributed profits:
7% of $1,713.07...................................................
12% of $1,713.07..................................................
17% of $3,426.13...................................................
22% of $3,426.13...................................................
27% of $2,065.33...................................................
7% of $3,286.93...................................................

$ 119.91
205.57
582.44
753.75
557.64
230.09

Total..........................................................................................

$ 2,449.40

Reorganization Problem
Editor, Students' Department:
Sir: I represent a group of students taking a C. P. A. coaching course.
There was so much difference of opinion as to the proper solution of a problem
that we have decided to submit it to you for solution.
The problem is enclosed.
Thank you in advance for this service.
Yours truly,
(A Subscriber)
Los Angeles, California.

At June 30, 1935, the balance-sheet of the X Corporation stood as follows:
Assets
Current assets..........................................................................................
$ 20,000
Fixed assets...............................................................................................
87,000
Deferred charges and debits..................................................................
5,000
Total...................................................................................................

$112,000

Liabilities
Current liabilities.....................................................................................
$ 25,200
Fixed liabilities.........................................................................................
30,000
Deferred credits........................................................................................
1,800
Capital:
Preferred stock, 500 shares at $100..................................................
50,000
Common stock.................................................................................. No par value
Surplus.......................................................................................................
5,000

Total..................................................................................................

$112,000

The company needs more capital and, to procure it, authorizes an increase in
capital stock as follows:
Preferred stock from 500 to 2,500 shares at $100 par.
Common stock from 250 to 4,000 shares, no par value.
The old stock was ordered in to be cancelled and new stock to be issued on
the following basis:
Old stock outstanding
New issue
1 share common exchanged for..............................................
2 common
1 share preferred exchanged for.............................................
1 common

Four of the original stockholders (A, B, C and D) of the company are also
officers of the company, and of the current liabilities shown above, $5,200
($1,300 each) is due them for salary.
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The stock holdings of the original issue stood as follows:
Preferred
A....................................................................
68
B....................................................................
50
C....................................................................
37
D....................................................................
22
All others......................................................... 323
Totals.........................................................

Common
76
50
37
40
47

250

500

After the original issue was taken care of, A, B, C and D took the remaining
common stock, cancelled the salaries due them, and donated 1,000 shares (250
each) of it back to the company to be used to promote the sale of the remaining
preferred, by giving one-half share of this donated stock with each share of new
preferred sold. On December 31, 1935, $97,000 was the total issue of preferred
to that date issued and paid for by cash or conversion.
Required:
Prepare the journal entries necessary to carry into effect the stock transac
tions.
Prepare a new balance-sheet.
What is the book value and number of shares of treasury stock at December
31, 1935?
Show the share holdings of A, B, C and D at December 31, 1935.
Solution:
An analysis of the stockholdings follows:
All
Treasury
B CD others
Total
stock A
Common stock:
The holdings of the original is
76
50 37 40
47
250
sue were..............................
On a basis of two new shares for
one old................................
One share of new common for
each share of old preferred
held.....................................
New common stock accepted in
lieu of salary credits. (The
entire unissued common stock
remaining was distributed to
the officers).........................

152

100 74

80

94

500

50

37

22

323

500

750

750 750

750

3,000

970

900 861

852

417 4,000

1,000

250

250 250 250

1,000

720

650 611

68

Totals..................................

Shares donated to treasury by
A, B, C and D to be used as
a bonus to prospective pur
chasers of preferred stock...
Totals..................................
Treasury stock issued to pur
chasers of 470 shares of new
preferred stock..................
Outstanding—December 31,1935

602

235

235

765
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Preferred stock:
The holdings of the original is
sue were..............................

Which were exchanged on the
basis of one share of new pre
ferred (and one of new com
mon stock, see above)......
New preferred stock sold.........
Outstanding, December 31,1935

68

50

37

22

323

500

68

50

37

22

323
470

500
470

68

50

37

22

793

970

As the balance-sheet given in the problem assigns no value whatever to the
no-par common stock it is assumed in this solution that the statutes of the
state of incorporation permit such treatment. However, when the company
issued 3,000 shares of the new no-par common stock in cancellation of the
salary credits totalling $5,200 a definite assignable value was set. This value
of $1.73+ per share attaches only to the particular shares in the treasury and
not to the total shares outstanding.
On this basis, the 1,000 shares of common stock donated to the treasury by
the officers carried a value of
of $5,200) $1,733.33 which should be credited
to a reserve for bonus on preferred stock, inasmuch as these 1,000 shares will be
issued “to promote the sale of the remaining preferred, by giving one-half share
of this donated stock with each share of new preferred sold.”
The journal entries to record the transactions follow:
(1)

Common stock—authorized and unissued (3,750
shares)...................................................................
To—common stock—no par value (3,750
shares).......................................................
To record the increase on June 30, 1935, from
250 to 4,000 shares of no-par common.

(2)
Common stock (250 shares)...................................
To—common stock—authorized and un
issued (250 shares)..................................
To record the issuance of 2 shares of new no
par common for 1 share of old no-par com
mon.
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(3)
Preferred stock—authorized and unissued (2,000
shares)...................................................................
To—preferred stock $100 par value (2,000
shares)...........................................................
To record the increase on June 30, 1935, from
500 to 2,500 shares of $100 par preferred
stock.
(4)
Preferred stock (500 shares)..................................
To—preferred stock (500 shares)..................
Common stock—authorized and unissued
(500 shares).................................................
To record the issuance of 1 share of $100 pre
ferred and 1 share of no-par common for
each share of old preferred on June 30, 1935.
(5)
Current liabilities (accrued salaries)....................
To—common stock—no par value................
Common stock—authorized and unissued
(3,000 shares)..............................................
To record the cancellation of accrued salaries
of A, B, C, and D in exchange for 3,000
shares of no par common.
(6)
Treasury stock—no par common (1,000 shares).
To—reserve for bonus on preferred stock...
To record the donation of 1,000 shares of no
par common stock.

$200,000.00
$200,000.00

50,000.00

50,000.00

5,200.00

5,200.00

1,733.33
1,733.33

Current assets..........................................................
To—preferred stock—authorized and unissued.............................................................
To record the issuance of 470 shares of pre
ferred stock.

47,000.00

Reserve for bonus on preferred stock..................
To—treasury stock—no par common (470
shares)...........................................................
To record the issuance of 470 shares of treasury
stock as a bonus to the purchasers of 470
shares of preferred stock.

814.67

47,000.00

X Corporation
Balance-sheet—December 31, 1935
Assets
Current assets....................................................................................
Fixed assets........................................................................................
Deferred charges and debits............................................................
Total............................................................................................
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814.67

$ 67,000.00
87,000.00
5,000.00
$159,000.00
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Liabilities and net worth
Current liabilities..............................................................................
Fixed liabilities..................................................................................
Deferred credits.................................................................................
Net worth:
Capital stock—
Preferred—authorized—2,500 shares of a
par value of $100 each—issued and out
$ 97,000.00
standing—970 shares..............................
Common stock—no par value—authorized
and issued... . 4,000 shares $5,200.00
In treasury.... 765 shares
918.66

Outstanding...

3,235 shares..................

$ 20,000.00
30,000.00
1,800.00

4,281.34

Total capital stock outstanding........... $101,281.34
5,000.00
Surplus..................................................................
918.66
Reserve for bonus on preferred stock..............

107,200.00
$159,000.00

Total
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Book Reviews
INTRODUCTION TO GOVERNMENTAL ACCOUNTING, by Lloyd
Morey. John Wiley & Sons. 314 pages. 1936.
The fact that Professor Morey finds it necessary to write a second edition—a
third printing—of his original work, published in 1927, and the willingness of
the publishers to issue it are encouraging. It indicates the progress which has
been made recently in this branch of accounting and also that the public takes
sufficient interest to warrant the expense of a new edition.
Professor Morey’s original book was reviewed in The Journal of Account
ancy for January, 1928, and it is so well known as a standard work on the sub
ject that is is unnecessary to dwell on the original plan.
The first question which presents itself to the enquiring mind on taking up
this volume is: “What are governmental accounts?” Curiously enough, no
definition appears in Accounting Terminology or in the tentative revision thereof
which is now in private circulation. The expression is taken to be selfexplanatory, but it includes a wide range, running from the accounts of a
national government to those of a minute village and covers an unusual breadth
of subjects including the treatment of “funds,” the many complications arising
in bonded indebtedness, the operation of public utilities and many others. In
the present case the interest is directed especially to the accounts of states,
counties and municipalities.
The author has in mind two main purposes: first, to call attention to the
many differences which exist—although often overlooked—between govern
mental and commercial accounting: second, to discuss the principles involved
in these differences and to describe the methods of recording which are, or
should be, adopted. While many examples are given, the author makes no
attempt to tie the reader down to any iron-clad forms.
Probably the most striking difference between governmental and commercial
accounting is the fact that—except in some subsidiary accounts such as those
for public utilities—governmental accounts are not concerned with profits,
while in commercial accounting each succeeding year finds more emphasis
placed on the statement of profit and loss showing the amount of, the source of
and the exact period in which are derived the earnings.
While the importance of “profits” is wiped out or diminished, the impor
tance of the budget is correspondingly increased, and one of the principal
purposes of governmental accounting is to show a comparison of the adopted
budget with the accomplished results.
Other principal differences occur in the balance-sheet, for the major fixed
assets of a government are not convertible into cash is as generally the case
with commercial ventures. Such items as street paving, sewers, etc. have no
fair market value—they are not salable, their present value is not important—
yet it is necessary to keep record of them to show what has been done with
taxpayers’ money. As the author states, “problems of governmental account
ing are primarily problems of governmental administration,” therefore he, very
wisely, “deals chiefly with principles rather than with details of form or pro
cedure.”
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Another distinguishing characteristic is the fact that, speaking generally,
all governmental transactions are “analysed and classified throughout by
funds” and, as a result a complete set of such accounts consists of the accounts
of a number of funds. Still another characteristic is the practice of controlling
expenditures through a budget.
These matters are dealt with at length in the first five chapters of the volume;
after which the various practical details such as revenues, expenditures, cash
and social funds of various kinds are described. Finally there is a discussion of
the methods of dealing with fixed assets and liabilities and the preparation of a
governmental balance-sheet and the preparation of reports. Numerous illus
trative statements are given and the transactions shown therein are brought
into a final balance-sheet, entitled “balance-sheet—all funds,” which is,
perhaps, a preferable title to the expression “consolidated balance-sheet,” for
the combined governmental balance-sheet differs materially in form and in
meaning from a commercial statement bearing the same name.
The general principles laid down in the first edition of 1927 remain the only
important changes in the edition of 1932 relating to the accounts of trust funds.
Professor Morey’s position as vice-president of the National Committee on
Municipal Accounting and as chairman of the American Institute’s committee
on governmental accounting has afforded him unusual opportunities to study
the varying phases of governmental accounting and in this new edition of his
work he has made numerous revisions so that the result may be taken to reflect
the best and most modern theories and practices.
It is impossible to describe in detail these numerous changes—they are the
result of greater uniformity of modem practice, of wise discussion by those
engaged in governmental accounting, of a ripened judgment and of the prepara
tion of a “terminology of municipal accounting.”
Among the principal of these additions is an extended treatment of expend
able revenue funds and of the treatment of property accounts, which are now
dealt with under the head “ fixed assets. ” The consolidated balance-sheet has
become the governmental balance-sheet and useful examples and forms have
been added to the chapter on reports.
The number of problems, each of which is based on a specified chapter of the
book, has been increased to 58, and where necessary the problems have been
revised to bring them into accordance with the practice of today.
An excellent bibliography has been added.
In view of the importance of the subject, of the rapid crystallization of ideas
regarding it and of the acknowledged authority of the author it is difficult to
see how any accountant interested in municipal or other governmental account
ing can afford to remain without a copy of this book in his library.

Walter Mucklow.
STABILIZED ACCOUNTING, by Henry Whitcomb Sweeney. Harper &
Brothers, New York. Cloth. 219 pages. 1936.
When a work on accounting, and on a most technical and abstruse variety of
accounting, is given a place in the recommended list of the “Book of the
Month” club, it is surely a phenomenon, startling, breathtaking, unique.
Never before has a treatise on that subject been so honored.
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This time the honor is well-bestowed. The topic, which refers to adjusting
accounting technique so as to show correct results in spite of currency fluctua
tion, is extremely timely. The treatment is scholarly and shows an intimate
and intelligent acquaintance with a wide field of generally neglected literature
in French and German.
The book begins with an obvious, but, alas, not an unneeded, expose of the
meaninglessness of balance-sheets and income statements in time of inflation.
Then comes the technique for producing a truthful picture in such a situation.
It should be noted that this technique does not alter the ledger accounts as
customarily constructed but supplies the correcting information through an
additional self-balancing account which is entitled “stabilization adjustments.”
With this information readily available in a permanent record, it is possible to
modify the conventional balance-sheet and income statement so as to present
a true picture of the profit actually made, showing the effect of currency fluc
tuation. Thus, if an article which cost $100, when the dollar had a given
value, is sold for $150 when the value of the dollar has shrunk 50 per cent, the
accounts would show not a gain of $50, but a loss of fifty of the then current
dollars.
Thus, the author states, the accounts “measure substance instead of just
form” (p. 194). For making these adjustments, he prefers the use of a general
price index such as that compiled by Carl Snyder.
While a preference is expressed for valuation based on replacement, rather
than original cost, the method proposed is in no way linked to one base rather
than another. It is applicable whether one prefers cost, replacement value or
the hybrid cost-or-market whichever is lower. All that the system proposes is
that if cost is preferred, that cost shall be expressed in comparable units—units
representing present purchasing power.
This seems to have been misunderstood by some reviewers, who infer that the
method of stabilizing at current price levels means valuing the plant at replace
ment cost. But Mr. Sweeney makes the matter clear in the following state
ment:

“If an asset cost $1,000 when the general price level was 125, then the reëx
pression of that original cost on the basis of a later general index of 150 is
$1,200. The market value of the asset at the later date might be any amount
from zero to infinity. There is not much likelihood of its also being $1,200”
(p. 203).
The detailed application of the method is illustrated, using the statements of
actual corporations (with disguised names) in diverse lines of business. These
are a public utility, a woollen mill and a factoring corporation. Further
diversity is shown by so choosing dates that in one case the price level was the
same at the end as at the beginning of the year; in another it was higher; in the
third, lower.
In each instance there is shown a marked divergence between the amount of
profits according to conventional accounting and the profits on a stabilized
basis. By a detailed statement of the actual expense in obtaining these cor
rected figures, the author shows that the cost is not excessive, considerably less
than that paid for the regular audit of the accounts. While no money value
can be placed on the information gained, he considers it far outweighs the
expense involved. Thus, in the case of the public utility, the stabilized state
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ments showed, in contrast to the unstabilized, a deficit instead of an ample
surplus, a net current income of only one-third of the book figure, and that the
rates charged consumers were too low to cover expenses,
‘‘In other words, the unstabilized book figures advised the continuance of
present policies and the maintenance of present conditions. But the stabilized
figures advised immediate and drastic change” (p. 103).
There are matters of detail open to question and criticism. But the method
proposed by Mr. Sweeney has distinct advantages over those advocated during
inflation in Germany, when stabilization in some form was imperative. But
although the situation is not so compelling here and now, the matter is one
which accountants should not cavalierly dismiss on the ground that it is not
“orthodox accounting.” The profession should give careful attention to this
work, and defer criticism of minor and unessential details until its main thesis
has been grasped. It is well worth serious study.

Henry Rand Hatfield.
HOW TO EVALUATE FINANCIAL STATEMENTS, by Alexander
Wall. Harper Brothers, New York. 319 pages. 1936.
How to Evaluate Financial Statements is written primarily for the credit men
or credit analyst in a bank or a commercial house. It will be interesting to
accountants chiefly because of the method of approach to financial statements.
The first 146 pages are devoted to a discussion of the processes, which are
illustrated by actual cases in the second part. The identity of the concern is
obscured by showing dollar figures differing from actual, which are, however,
presented in the same ratio as those of the company which is being studied.
"Common size statements,” in which the various items in the balance-sheet
are reduced to percentages of the total, are prepared in the first instance. In
this way comparisons may readily be made of an individual company’s figures
between years and with other companies in the same business. Incidentally
the whole stress seems to be put on proportion and practically no consideration
is given to volume.
Instead of the “ current ” and “ profit to sales ” ratios with which accountants
are most familiar, Mr. Wall develops nine ratios from financial statements:
three directly from the balance-sheet figures, four relating sales to balance-sheet
figures and two relating profits to sales and to net worth. He then proceeds to
assign various weights to the different ratios.
The book should not perhaps be recommended to the junior accountant not
thoroughly grounded in accounting theory. In the opinion of the author, a
statement of surplus should be built up on incomplete data and any unlocated
difference scrutinized with concern. The accountant would, of course, ask the
comptroller for a surplus statement in the first place. Again, it is recom
mended that the depreciation reserve be carried on the liability side of the
balance-sheet on the grounds that machines must be replaced; “the nearer
depreciation comes to actual final application the nearer we approach to a forced
debt rise.” The accountant will wholeheartedly agree with the author’s
recommendations with regard to the natural business year.
D. F. Morland.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by members of the American Institute of Accountants who are
practising accountants and are published here for general information. The
executive committee of the American Institute of Accountants, in authorizing
the publication of this matter, distinctly disclaims any responsibility for the
views expressed. The answers given by those who reply are purely personal
opinions. They are not in any sense an expression of the Institute nor of
any committee of the Institute, but they are of value because they indicate
the opinions held by competent members of the profession. The fact that
many differences of opinion are expressed indicates the personal nature of
the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

DEPRECIATION CHARGES FROM CAPITAL SURPLUS
Question: Would appreciate it if you can procure an opinion relative to de
preciation charges in the following circumstances:
(1) A corporation acquired depreciable assets in 1928.
(2) The assets were set up on the books at an appraised value in excess of the
cost to the constituent companies.
(3) The internal revenue bureau recognizes the original cost as a basis for
depreciation allowances.
(4) The depreciation based on book values is double that allowed by the
internal revenue bureau.
(5) A serious distortion of income ensues if the book depreciation is charged
against operations.
(6) Such income is drastically reduced thereby.
(7) Capital surplus and earned surplus previously accumulated were sub
stantially wiped out by operating deficits to 1933, leaving a small
amount of capital surplus on the books.
(8) For the past two years the difference between depreciation on book value
and costs has been charged yearly against such capital surplus.
(9) At present the balance remaining will be sufficient to provide for differ
ences for the next two years.
Is this sound practice? And what would be the desirable procedure to follow
after the capital surplus is exhausted? It may be stated that on the basis of
rates allowed by the revenue bureau, a reasonable net profit is shown but there
is a large accumulation of unpaid dividends on the corporation’s cumulative
preferred stock.
Answer: From the statement that the assets were set up on the books at an
appraised value in excess of the cost to constituent companies, it would appear
that such appraised value constituted—for all practical purposes, at least—
cost to the present owner. Later it is stated that the company has a capital
surplus, but the origin of that capital surplus is not indicated. Presumably,
however, the capital surplus did not represent appreciation of the property in
question, although it might have represented paid-in surplus, consisting of an
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excess of the value at which the property was taken up on the books over the
par or stated value of the securities issued therefor.
There might possibly be some justification for charging against capital
surplus arising from appreciation of property values such part of the deprecia
tion as is applicable to the appreciation; but that would be true only in certain
circumstances, and in any event it appears that in this case the capital surplus
was not thus created. We can hardly conceive of a situation where paid-in
surplus, representing the excess of the values of capital assets over the par or
stated value of securities, could be utilized to relieve current operations of any
part of the depreciation charge.
Considering the facts presented to us, the only practicable solution that
occurs to us is that the company ought to relieve itself of this burdensome de
preciation charge by writing down its property, by appropriate corporate
action, to a reasonable valuation based upon present conditions, if necessary
reducing its capital stock for that purpose. In this general house cleaning
process it should exhaust its earned surplus, if any, first, then any capital sur
plus remaining on the books, and then utilize such additional capital surplus as
it may be necessary to create for the purpose by reduction of capital stock.
If that is done the corporation should depreciate the written-down value of the
property by current charges against operations. Also, any earned surplus ac
cumulated after the date of this housecleaning should be indicated in subsequent
balance-sheets as from that date.

OFFICE PROCEDURE IN AN ACCOUNTANT’S OFFICE
Question: We are making some changes in our office procedure, and we would
value receiving from your office suggestions for the accumulation of time and
expense charges against clients during the progress of the work, so as to have a
satisfactory cost ledger or convenient record for billing our clients when
necessary.
While we are capable of developing that which is necessary to fit our needs,
it occurs to us that there may be a particularly suitable method in rather
common use by the accounting firms with which you have contact or there may
be a treatise with suggested forms on the subject with which we are not familiar.
Our time reports by staff members are satisfactory and furnish in weekly
summary together with all the daily details, the time used in each particular
case and the expenses incidental thereto by staff members. What we desire is
to obtain the most convenient intermediary record between the time report
and the client’s bill.
Answer No. 1: The intermediary record used between time and expense re
ports and the bill to clients is a control account called “unbilled costs,” control
ling both hours and amount, with details in loose-leaf form. To the detail sheets
for each engagement, identified by client number and kind of work, are posted
the time report date, initials of the accountant, time report number, and to
three columns, respectively, the time, cost amount and expense disbursements.
Copies of bills rendered are made on letter size blank sheets to fit a binder
initialed by a partner and numbered. At the close of each month the bills and
related cost sheets are presented to and inspected by a partner before final
disposition, when the remaining open cost sheets are also scanned. Bills and
costs are listed on a sheet headed “summary of billing and costs closed.” This
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lists each item by bill number, case number, name, time in hours, cost amount,
expense outlay and amount of bill. The total is the basis for a journal entry—
or direct posting—charging “ cost of cases billed ” with time and dollar cost and
crediting “unbilled costs” with the same items and also charging “accounts
receivable” and crediting “cases billed” with the total of bills. The cost
sheets for costs closed are removed from the binder, stamped with month
closed and filed by client number in a binder for closed costs.
Expense disbursements are charged through the cashbook to “unbilled
costs” identified by client number. The total of the column is posted to the
control and the detail amounts to the cost sheets.
Some matters not specifically asked for but related to the foregoing may be
mentioned.
A so-called “client record” is kept, to which time and costs are entered on
one side and billed amounts, with condensed identification of the matter, on the
other. The total of debits agrees with accumulated total charges to “cost of
cases billed.” The total of credits agrees with “cases billed.” The accounts
are kept in control and started new each year. This is useful for ready refer
ence to prior bills and costs, totals charged to individual clients and for calcula
tion of prior shares to certain partners on specific matters. No book entry
for overhead is made to the costs; for calculation of total cost, overhead is
based on a normal cost of $1. per productive (or case) hour.
The copies of bills are stamped with the date paid. This is supplemented by
a consecutive listing of the bills in a book after they have been initialled by a
partner, to which the cashbook entries of payments are posted as to date only.
This book supplies the internal check or control on revenue.
Cost per hour for salaries of accountants are determined by dividing the
annual salary rate by 1,750, representing the expected or hoped for number of
productive hours. This produces a credit balance in the salaries-paid account
when the rate is applied to costs on cases, time of holidays and available time;
and that credit represents a reserve against the cost of the expense time
enumerated.
A time quota of hours is set for each month, which varies with the number of
days in the month and the season. Variations from the quota are entered and
calculated on the time reports and become shown in dollar value in “gained
time” and “lost time” accounts. A time control is kept in a separate record
which is made up of the aggregate time in all time reports. This control is
supplemented by time accounts kept for each accountant, showing total on
time report and distribution between productive time, holidays, available time,
gained time and lost time.
Answer No. 2: We post from time sheets the time spent on each piece of work
by each man. A cost rate per hour based on a conservatively estimated number
of hours per annum plus proper overhead is determined for each man and the
time is extended at this rate. This gives a cost for each piece of work. It does
not, of course, give any indication of what should be charged for the work.
For engagements on which a fixed fee is received the fee is compared with
the cost so ascertained, but where per-diem rates are charged these are de
termined without any special reference to the cost rate and the time is extended
accordingly.
This is all done through ledger accounts in what is essentially a cost ledger.
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